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ANY causes are responsible for 
M the increasing recognition of 

the importance of the industrial 
or business cycle in practical affairs. 
® Chief among them, probably, is the 
wide-spread acknowledgment of its ex- 
istence. The sudden reversal of busi- 
ness activity in the summer of 1920 had 
been predicted with remarkable accuracy 
by many economists, who employed 
merely the simplest statistical methods, 
coupled with common sense, in apply- 
ing the widely-recognized principle of 
successive contractions and expansions 
in business. But the practical business 
man had been inclined to scoff at this 
theory as an abstraction of theoretical 
economists, perhaps applicable to past 
events but valueless in forecasting the 
future. The interesting revelation of 
the past few years is that those practical 
business men, who heeded the warnings 
of the economists in the spring of 1920, 
did not make the acquaintance of 
bankers’ committees in the spring of 
1921; those who did scoff either had 


' This concludes a series of three articles on the 
theory of investment.—Editor. 


their business experience somewhat 
widened by intimate association with un- 
sentimental, albeit friendly, bankers or 
else are now watching the game from 
the side-lines. Consequently the theory 
of the industrial cycle has acquired a 
substantial, if belated, respect. It is the 
purpose of this short article to study its 
application to the theory of investment. 

It is not the purpose to discuss the in- 
dustrial cycle or enter into controversial 
questions. The existence of successive 
contractions and expansions in industrial 
activity is assumed as a postulate by the 
title to this article; and the underlying 
causes are passed over as being aside 
from the present discussion. It is mere- 
ly necessary to observe that from time 
to time in our industrial history certain 
groups of events occur and reoccur in 
close temporal relation to each other; 
and this juxtaposition of events seems 
to bear approximately the same rela- 
tionship at each reoccurrence. This is 
all we need to assume. At a time of 
rising prices, profits to producers and 
distributers will be found to be increas- 
ing; wages will rise by the bidding of 
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one producer against another in order 
to increase production; interest rates 
will rise owing to the increased demand 
for capital required to produce more 
goods; and finally, the rentable value of 
real property will increase. After a 
while, the tension on the productive ma- 
chinery becomes too great. Something 
breaks. The tension is relieved by a 
more or less sudden stoppage of demand 
for goods. Prices fall, and production 
temporarily ceases. The proprietors of 
businesses suffer losses; wages drop; in- 
terest rates fall. Business activity un- 
dergoes a period of rest—to be followed 
presently by a renewed demand for 
goods, a renewed courage to embark on 
production—and the slow upward swing 
of the pendulum begins. Business ex- 
pansion follows contraction; contrac- 
tion, expansion. 

All this is now perfectly familiar to 
the enlightened business man, but its 
bearing on the theory of investment is 
not so clear. For the rate of return on 
capital is fundamentally the balance be- 
tween the demand of new capital in the 
production and distribution of goods on 
the one hand, and the available supply 
of capital itself seeking employment on 
the other. The particular stage, there- 
fore, of the cycle at which the individual 
investor would inject or withdraw his 
particular bit of capital is a matter of 
grave concern to him. Is he offering it 
at a point in the cycle where it is par- 
ticularly wanted, owing to the rapid 
pulse of production, or at a point where 
the available capital is ample for the re- 
quirements of industry? This is a ques- 
tion not only of grave concern to the 
individual investor but of distinct social 
importance. 

This question of the time of invest- 
ment should be seen in its proper per- 
spective. On the one hand, it is ob- 
vious that investment values are them- 


selves inherent in the industry or the 
security itself—as electric power invest. 
ments have been, during the last quarter 
century, inherently better investments 
than electric railways. Nevertheless 
there is also, on the other hand, an op. 
portunity for a true economic profit in 
the choice of the appropriate time to 
make different classes of investments, 
This has nothing to do with the inherent 
and abiding values of the investment 
itself, but rather with the relation of the 
investment to the background of other 
economic values. The interrelations of 
these other economic values are to be 
seen, through a period of time, as the 
industrial cycle. 

In another place? the fundamental 
elements of investment yield were dis- 
cussed on the assumption that they were 
more or less static or at least remained 
relatively fixed. This is not true, for 
the ever-changing background of eco- 
nomic, political, and social events affects 
profoundly all investment values. In 
the earlier discussion it was pointed out 
that the income return on an investment 
consists primarily of three different ele- 
ments, (a) pure interest—the price of 
riskless capital, (b) an insurance or risk 
premium to compensate the investor for 
possible loss and, finally, (c) a kind of 
profit (or loss) resulting from business 
skill in selecting an investment leaving 
a higher risk premium than its actual 
risk involves. Obviously this last, a 
true investment profit, may arise not 
only in selecting the proper investments, 
but also in buying and selling different 
investments at such times that the in- 
vestor derives a profit through the 
changes in popular estimate of their 
value. For it is to be remembered that 
the purpose of the wise investment of 
capital is the maintenance or the increase 





2 HARVARD Business REviEw, Vol. 1, No. 3, pages 
300 to 307. 
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of the capital fund rather than the sup- 
port of individual undertakings. — Thus, 
the investor should have no sentimental 
interest in holding one security or an- 
other and no reluctance about changing 
rapidly from one type of investment to 
another—any more than a merchant has 
a reluctance about the rapid turnover of 
his merchandise or the banker of his 
bills. His concern should be in the total 
fund, rather than in the individual in- 
vestments—the latter being merely the 
means to the end. 

If the analysis of investment yield 
heretofore given is correct, the present 
problem narrows itself to the effect of 
the industrial cycle upon pure interest 
on the one hand and the risk premium 
on the other. The individual investor 
must be mindful that a true economic 
profit arises through buying and selling 
investments with due respect to the 
trend of economic conditions as reflected 
in the industrial cycle. 


I 


Pure interest arises as the price of 
capital. This price establishes the point 
of balance between the demand for cap- 
ital from business producers and distrib- 
uters of merchandise, municipalities and 
governments for expenses and improve- 
ments, and the supply of capital offered 
by savers. This being true, anything 
which tends to stimulate the demand 
for capital among business men—pro- 
vided it is not met by a corresponding 
and proportionate increase of the sup- 
ply—must result in raising pure interest 
rates. If a combination of economic 


phenomena results in an increase in the 


supply of investment capital, without a 


corresponding increase in the demand 


among users of capital, then pure inter- 


est rates fall inevitably. 


Therefore, unless there exists a ma- 


chinery in the industrial order to bring 
about an increase in the supply of cap- 
ital, synchronizing with the increase in 
the demand, and a decrease synchroniz- 
ing with the decrease in the demand, 
there must be periodic rises and falls 
in the pure interest rate. No such ad- 
justing machinery does exist in the in- 
dustrial order; and one of the outward 
signs of these recurrent maladjustments 
between the demand ana supply of in- 
vestment capital is the industrial cycle. 

This train of reasoning can be illus- 
trated by noting the effects of the up- 
swing of the industrial pendulum upon 
pure interest rates. At such a time the 
returning confidence of consumers stim- 
ulates production, even on a rising scale 
of prices, and producers are induced to 
manufacture increasing quantities of 
commodities. This increasing scale of 
production requires more capital, both 
for plant and for inventories. Such a 
configuration of conditions, however, in 
nowise tends to increase the supply of 
capital; on the contrary, should interest 
rates remain the same, the supply would 
decrease owing to the employment of 
surplus capital in their own businesses 
by certain producers who would, in dull 
season, offer it to others. Inevitably, 
then, with the rising tide of business 
activity, as producers bid against each 
other for the available capital, there will 
be a rise in interest rates. 

Conversely, at the period of business 
stagnation and depression there is little 
incentive for business men to provide 
even a normal output of goods—much 
less bid for new capital with which to 
extend production. Consequently, the 
demand for new capital will be slight. 
On the other hand, the supply instead 
of declining, with the declining tendency 
in the demand for capital, will actually 
tend to increase, furthered no doubt 
by the wide-spread forebodings of ill 
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which always prevail during the depres- 
sion following the prodigality of the 
business boom. During such a period 
of rest, therefore, pure interest rates 
will be low. 

Changes in the level of pure interest 
rates affect directly the market value of 
all investments, particularly those like 
bonds which bear a fixed rate of return. 
An investment is merely a right to re- 
ceive either a fixed or a varying sum of 
money each month or year. The mar- 
ket value of this investment is the mar- 
ket value of this right to receive an 
income. If the prevailing pure interest 
rate is 3%, then a riskless investment 
carrying a right to receive $30 a year 
would be worth exactly $1,000. If the 
prevailing pure interest rate, however, 
should suddenly increase to 6%, then 
the investment, still having an annual 
return of only $30, would be worth 
only $500—or the principal amount 
which, if invested at the prevailing rate 
of 6%, would yield $30. In other 
words, granting that we are dealing 
wholly with unmaturing investments 
(like British consols) which for a mo- 
ment, for the sake of simplicity of ex- 
position, may be considered to be with- 
out risk, then the market value of the 
investment falls as pure interest rates 





8 This principle is not in actual practice so 
strictly true as the rigidly mathematical statement 
given above would imply. A graph of the course 
of the average prices of high-grade, low-risk, 
long-term bonds would not be the exact inverse 
of a graph of the industrial cycle. As a matter 
of practical observation, the graph of high-grade 
bond prices tends to precede, in time, the graph 
of pure interest rates and the graph of the indus- 
trial cycle itself. This is due to two main rea- 
sons: (1) Traders in high-grade bonds anticipate 
the immediately following course of the market. 
Long observation and natural shrewdness lead 
them to forecast with remarkable accuracy the 
forthcoming trend of bond prices. They have 
learned to observe the many outward signs of 
either an increase or a decrease of demand for 
capital which presage a change in pure interest 
rates—and accordingly seek to profit by the forth- 


rise and rises as pure interest rates fall, 
In other words, irrespective of the jn. 
fluences which play upon the relative 
security of a particular investment, 
and irrespective of other economic 
forces, a rise in pure interest rates tends 
to depress all investment values, and 
conversely a fall in pure interest rates 
tends to enhance all investment values, 

This simple principle has a very direct 
bearing upon the influence of the indus. 
trial cycle upon investment values. Dur. 
ing such periods as the up-swing of the 
industrial cycle, pure interest rates tend 
to rise. Consequently the market price 
of those high-grade bonds, the yield on 
which is largely pure interest, will fall. 
And, conversely, during the down-swing 
of the pendulum as pure interest rates 
fall, high-grade, low-income bearing 
bonds will rise in market value. In 
other words, to the extent that the yield 
on an investment is pure interest, its 
market value will move inversely to the 
swing of the industrial pendulum.* This 
principle applies irrespective of corpo- 
rate earnings and the credit of bond. 
issuing governments and municipalities. 

This analysis applies to the value of 
the investment in so far as it is a re- 
turn on pure interest. It touches only a 
part of the story, however, because in 





coming change by purchasing for an anticipated 
rise in price level and selling for an anticipated 
decline. Consequently, changes in bond prices pre- 
cede in time the corresponding changes in pure 
interest rates. (2) The graph of the industrial 
cycle is usually constructed—as a matter of sta- 
tistical practice—from data covering various con- 
comitant factors—prices, bank clearings, rates on 
long and short-term money, corporate earnings, 
wages, and frequently other variables supposedly 
interrelated. Though undoubtedly all these fac- 
tors fluctuate more or less in harmony with the 
cyele, their movements are not synchronous and 
consequently what might be called the major graph 
of the cycle itself is either (a) the resultant of 
all these elements or factors in which the position, 
in time, of the various points of the industrial 
cycle graph with respect to its constituent elements 
depends on the relative weighing of these ele 
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addition to pure interest, the yield on 
all investments is at least partial com- 
pensation for risk. Even the “safest” 
bonds consist to some extent at least of 
premium for the compensation of risk, 
so that to predict accurately the effect 
of the industrial cycle upon investments 
in general, or upon the market value of 
an individual security, it is necessary to 
note also the effect of the industrial 
cycle upon so much of the investment 
yield as is a premium for the assump- 
tion of risk. 


I] 


The economic value of risk is always 
to be measured by the estimated uncer- 
tainty. The risk of drawing one black 
ball from among nine other white balls 
is one in ten and the risk value is one- 
tenth, or 10%. And if one were to be 
insured against such a contingency, then 
a charge of exactly 10% would be the 
adequate premium. But if the number 
of white or black balls should be changed 
from time to time, then the economic 
value of the risk of drawing a black 
ball would change in exact correspon- 
dence with the change in the number of 
white or black balls. Moreover, it is 
of great importance to observe that if 
the players should think that the num- 
ber of white or black balls was changed, 
whether or not the change actually oc- 
curred, the generally accepted premiums 
would change as decisively as if the 
changes had certainly occurred. In other 





Footnote 3 continued from page 4: 
ments; or (b) the median of all the constituent 
factors, in which case it necessarily lags behind 
the more mercurial responsive factors and precedes 
the slower-moving, more unresponsive factors 
(such as economic rent). Under either method 
of portrayal, pure interest rates, being very sen- 
sitive to the highly mobile factor of capital de- 
mand and supply, will almost certainly move ahead 
of the general trend of the cycle. Consequently 
a graph of high-grade bonds, which according to 


words, it is not necessarily the absolute 
or objective value of the risk that deter- 
mines the premium, but the generally 
recognized or acknowledged estimate. 
This may or may not coincide with the 
objective, but it is the pragmatic deter- 
minant so far as the market value of the 
risk is concerned. True, if the generally 
recognized and the actual risk differ, 
then in the long run the consistent buyer 
or seller of the risk will make a profit— 
but this is another matter. An im- 
portant thing to note is that the gen- 
erally recognized value of the risk, upon 
which its premium is determined by 
buyers and sellers, determines its price 
rather than its absolute value. For ex- 
ample, life insurance companies require 
an extra premium from unusually tall 
men, owing to the supposedly greater 
hazard, but American experience tables 
do not afford sufficient data to certainly 
assign a lower expectation of life to this 
class. Nevertheless, the extra premium 
is charged on the basis of what the life 
actuaries believe to be true rather than 
what is susceptible of objective proof. 
In other words, it is the generally rec- 
ognized rather than the certain value of 
the risk that determines the premium. 

This distinction between the objec- 
tively real and the subjectively apparent 
may seem perhaps to carry us far afield 
from the main issue of this discussion, 
but its importance lies in the simple 
fact that men’s actions are based on 
what they think to be true rather than 
what, objectively, is true. Behind all 
the text above should have its high point coincide 
exactly with the low point of the industrial cycle 
and vice versa, will have its high point a little 
before the bottom of the cycle and its low point 
a little before the top of the cycle. 

This note is added to indicate that the theoreti- 
cal relations expounded here cannot be made to 
coincide exactly, chapter and verse, to published 
statistical curves. Nor are the practical implica- 


tions sufficiently accurate to indicate exactly when 
to buy and sell bonds. 
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the facts of economics are the facts of 
psychology. Economic values are the 
translations of certain fundamental 
states of mind into terms of the material 
means for satisfying our wants, but these 
states of mind, except as the arbitrary 
postulates of the psychologist, are never 
simple. The emotions of fear and con- 
fidence, the judgments of doubt and 
certainty, constitute a very important 
medium through which we see the eco- 
nomic values. All this is true in the 
light of any voluntaristic psychology, 
where value is postulated upon action, 
and action upon emotional attitude; and 
it has its especial bearing upon the ordi- 
nary processes of mind by which the 
investor places a value upon securities. 

The risk premium of investment se- 
curities is only the consensus of a vast 
number of judgments of economic val- 
ues, in which the emotions of fear and 
confidence and the more reflective judg- 
ments of doubt and certainty play an 
enormously important part—the more 
so, because the values we place upon 
investment securities are far removed 
from direct experience. The psycholo- 
gist would find himself confronted with 
a tremendously difficult and complex 
problem, if he tried to analyze into his 
elementary mental states the “complex” 
at the time a trained investor was seek- 
ing to decide, during a bear raid on the 
stock market, whether to buy Swiss 8’s 
or General Electric stock. De Quincey 
called political economy the dark sci- 
ence, but he was unfamiliar with what 
is now called psychology. Suffice it to 





* Practically all. Quite aside from this discus- 
sion I am inclined to believe that securities of cer- 
tain restricted classes are sounder during the down- 
swing than during the up-swing—gas securities, 
for illustration. Gas companies have the selling 
prices of their chief product determined by gov- 
ernment commissions, whereas the prices of the 
things they consume are determined by economic 
forces. Consequently during the up-swing of the 


point out, however, that fear and doubt, 
confidence and certainty, irrespective of 
the objective grounds for these states 
of mind, color our processes of evalu. 
ating investment securities. Conse. 
quently, when the general social environ. 
ment is surcharged with doubt and fear, 
the individual investor, following the 
crowd, will assign to investment securi- 
ties in general, greater doubt and un. 
certainty than is warranted by more 
intellectual judgments devoid of an 
emotional coloring. 


Ill 


We are now in a position to observe 
the bearing of this upon the valuation 
of risk during the industrial cycle. Let 
us consider first the up-swing. At this 
time prices are rising and profits increas- 
ing. The reports of corporations show, 
consistently, monthly increases in both 
gross and net earnings. Consequently 
the risk involved in purchasing all se- 
curities * will be less than during the 
preceding stages of the cycle, for the 
greater the general business prosperity 
and the larger the corporate earnings 
the more certain are interest payments 
and continued dividends. At such times, 
therefore, the actual or real risk pre- 
mium of all securities will be less than 
during the down-swing. Nor is this all, 
for added to the actual decrease in the 
risk premium due to changes in funda- 
mental economic conditions there is 4 
still further underestimate by investors 
in general. That is, not only is the ac- 





cycle, the prices of purchased commodities rise 
more rapidly and more steadily than slow-acting 
commissions wil! allow the gas companies to raise 
their prices of gas. The margin of profit is there- 
fore continuously compressed. During the down- 
swing, on the other hand, the prices of the things 
these companies buy fall more rapidly than the 
commissions force down the price of gas. The 
margin of profit is, therefore, continuously ex- 
panded. 
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tual risk less, but the atmosphere will be 
so charged with optimism that investors 
will still further underestimate the risk. 

The reverse is true during the down- 
swing of the pendulum. Not only is 
the actual risk greater—owing to fall- 
ing prices, declining inventories, fail- 
ures, and unemployment — but _ this 
greater risk will be exaggerated on 
every hand. The atmosphere becomes 
surcharged with pessimism. The inves- 
tor will see danger lurking in every 
direction. Consequently he will require 
a greater risk premium than the condi- 
tions, uncertain though they are, actu- 
ally require. 

These changes in the actual value of 
the risk premium are reflected directly 
in the market price. In other words, 
a change in the general judgment of the 
risk inherent in a security is not reflected 
directly in its fixed yield but in its mar- 
ket price. An example will make this 
clear. Suppose, for the moment, that 
the pure interest rate remains constant 
at 4%, and that the chance of loss of 
the principal of a certain bond is one 
in fifty. The pure interest and com- 
pensation for risk will, therefore, to- 
gether amount to 6%. Suppose the 
coupon rate of the bond is 6%, then the 
market price—barring, for the moment, 
all consideration of business profit in 
the selection of the bonds—will be ex- 
actly par. Now suppose, a while later, 
after the bond is in the hands of an in- 
vestor, something occurs to alter the 
general estimate of the chance of loss 
either of bonds in general or of this 
particular bond so that the chance is 
believed to be just twice ‘as great— 
namely, t in 25. The adequate risk 
premium is now 4% and the yield to 
the investor should be 8%, instead of 
the 6% of the coupon. The bond, how- 
ever, is already in the hands of the 
investor and the issuing corporation or 


government cannot or will not alter the 
coupon rate. Inevitably, therefore, the 
market price of the bond will fall from 
par to a price such that the yield to the 
investor will be 8%. Obviously, the 
converse also is true. If the general 
estimate of the chance of loss decreases 
so that a lower risk premium to the in- 
vestor is adequate, the market price of 
the bond wili rise. In other words, 
changes in the general estimate of the 
amount of premium required for com- 
pensation for risk are not, except in 
certain common stocks, reflected in the 
yield but in the market price of the se- 
curity. 

From these simple observations it 
appears that during the up-swing of the 
industrial pendulum and at the top, an 
under-estimation of the risk tends to 
increase the market price of securities 
over and above the level which might 
be fixed were the risk estimated by 
purely rational, keen, calculating judg- 
ments. And, conversely, during the 
down-swing and at the bottom they 
would sell for less than their value, due 
to the over-estimation of risk resulting 
from the economic hysteria. 

The changes in the estimate of risk 
will not be the same for all securities. 
True, the actual and the estimated risk 
of all securities during the down-swing 
will be greater than during the up-swing 
of the cycle, but the so-called “low- 
grade” securities will be affected most 
and the so-called “high-grade” securi- 
ties least. Not only is the actual risk 
of debentures and common stocks pro- 
portionally greater than high-grade 
bonds during the down-swing, but the 
popular exaggeration of this increased 
risk also is proportionately greater. 
Consequently the fluctuations in market 
value, by reason of changes in the esti- 
mate of risk, will be greatest in the 
low-grade securities and least in the 
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high-grade securities. In other words, 
the greater the inherent risk in a secur- 
ity, the greater will be the change in 
the market price resulting from the 
oscillations of the cycle. 

Briefly put, the results of this discus- 
sion so far are that economic and psy- 
chological forces behind the industrial 
cycle affect the market price of invest- 
ment securities through the two chan- 
nels of the pure interest rate and the 
risk premium. Yet the effect of the 
cycle upon the two elements in the in- 
vestment yield is in opposite directions. 
During the up-swing of the cycle pure 
interest rates rise, but at the same time 
the risk premium falls; during the down- 
swing pure interest rates fall, but the 
risk premium rises. And since a rise in 
either element of the yield depresses 
the market price of the security, or a 
fall in either element brings about a 
rise, the price during any period of the 
cycle is being depressed by one element 
of the yield and pushed up by the other. 
It is, as it were, subject to two separate 
tensions exerted in opposite directions. 
Several times, in this discussion and 
elsewhere, it has been pointed out that, 
while the pure interest component of 
the investment yield is the same for all 





5 All securities in a given market, at least. 
Whether or not we could say all investment securi- 
ties the world over would depend on the interpre- 
tation of the place to be assigned to the inertia of 
capital to move from one investment market to 
anothet. If pure interest is to be gaged by the 
return on securities having a world-wide market— 
any variations in price being quickly obliterated by 
arbitrage purchases and sales—then we can refer 
to a single pure interest rate the world over at 
any one time. But unfortunately, in practice, there 
are not such international securities in sufficient 
number and a plethora of loanable capital in Lon- 
don would result in abnormally low pure interest 
rates in London. Ultimately this would affect the 
pure interest rate in New York—and finally in 
Oshkosh and Hiram Four Corners-——through the 
migration of capital from London to New York 
and finally to the remote by-ways of the country. 
But such a process requires time, and for any 
instant of time the balance between the demand 


securities, the risk element varies with 
each security. And moreover, while the 
influence of the cycle upon a uniform 
pure interest rate will be uniform for 
all securities, its influence upon the risk 
premium is different for each security— 
because the amount of risk premium is 
not the same for all securities—so that 
the extent to which a change in the cycle 
will be reflected in the risk premium, 
and market price, will depend on the 
character of the security. 

This will perhaps be clearer in the 
light of an illustration. The estimate 
of the risk premium on a water bond 
of an eastern city at, say, the bottom of 
the cycle is one in a hundred or 1%. 
At the same time, in the midst of the 
depression when mills are closed and 
industry stagnant, the risk premium on 
the 8% common stock of a steel con- 
pany will be publicly gaged at 4%. At 
the top of the cycle the estimate of the 
risk inherent in the water bond will be 
slightly less, a reduction in the estimate 
of loss from one chance in a hundred 
to one in a hundred and twenty-five. 
The risk premium on the water bond 
will decline, therefore, from 1% to 
eight-tenths of 1%. But during the 
same period the winter of discontent in 





and supply of loanable capital may establish a 
different equilibrium price in different capital mar- 
kets. Were capital absolutely mobile, so that a 
world-wide static equilibrium would follow inev- 
itably any disturbance anywhere in the balance 
between the demand and supply of loanable cap- 
ital, then we could refer to pure interest rate the 
same everywhere for local as well as international 
securities. But this is not so, and a kind of dy- 
namic balance is always going on because of the 
inertia of capital at different centers. Consequent- 
ly there is a kind of differential to be added to the 
pure interest rate as determined by riskless or neat: 
riskless local securities. In the text above we art 
not considering such a differential, preferring the 
simpler conception of pure interest as determined 
by a world-wide balance between the demand and 
supply of investable capital. In the long run, such 
a description is true in practice through the arbi- 
trage of foreign exchange and international securi- 
ties. 
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the steel industry has changed to glori- 
ous summer, so that whereas the: risk 
on a steel stock at the bottom was re- 
garded as 1 in 25, with a premium of 
4%, the same steel stock at the top of 
the cycle will be regarded as having 
only a slight risk, say one in two hun- 
dred or one-half of 1%. Thus, al- 
though the effect of the change of the 
cycle upon the pure interest component 
is the same for both the water bond and 
the steel stock, reducing the market value 
of each by the same relative amount, the 
effect on the risk component of the two 
securities will be very different. In fact, 
the decline in market value of the water 
bond, due to rise in the pure interest 
rate, might be greater than the increase 
in market value due to a decline in the 
risk premium from 1% to eight-tenths 
of 1%. Consequently there may be a 
slight decline in the quotation of the 
water bond—the depressing effect of a 
rise in pure interest rates more than 
offsetting the slightly greater confidence 
in the security engendered by the wide- 
spread economic prosperity. On the 
other hand, while the rise in pure in- 
terest rates will somewhat depress the 
market value of the steel stock, in com- 
pany with all securities, nevertheless the 
very conspicuous decline in the actual 
and the estimated risk inherent in that 
particular steel stock from 4% to one- 
half of 1% will bring about a very con- 


*The changes in the market value can be fur- 
ther illustrated by completing the figures used in 
this illustration. Suppose the 5% New England 
water bond is due a hundred years hence, so that 
amortization is not an appreciable factor. With 
pure interest rates of 4%, at the bottom of the 
cycle, and the estimated risk premium of 1% such 
a bond will have a market price of par, or roo. 
At the top of the cycle the pure interest rates will 
be, let us say, 5% and the estimated risk on this 
bond eight-tenths of 1%—requiring a net return 
to the investor of 5.8%. The 5% bond will have 
a market value of about 84. On the other hand, 
the steel stock, at the bottom of the cycle, with 
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spicuous rise in its market price.® To 
outward appearance, therefore, the 
effect of the industrial cycle upon the 
two securities will be diametrically op- 
posite. 

The distinction of the effect of the 
cycle upon the two factors is important. 
Upon its clear understanding depends 
the intelligent forecasting of the effect 
of the industrial cycle upon all securi- 
ties, notwithstanding their inherent dif- 
ferences. It shows that, while all in- 
vestments tend to decline in price with 
the up-swing of the pendulum and to 
rise in price with the down-swing, this 
tendency is not alone in determining the 
fluctuations in value. Coincident with 
the trend in value by reason of changes 
in the pure interest rate, all securities 
tend to rise in value during the up-swing 
of the pendulum owing to the greater 
prosperity and the popular optimism 
which under-estimates the risk and the 
appropriate amount of risk premium, 
and to decline in value during the down- 
swing owing to the actual increase of 
risk and its general over-estimation. 
Consequently the actual market price in 
any cycle must coincide with the re- 
sultant of these two tendencies; and 
whereas the effect of the pure interest 
element is uniform, that of the risk 
premium varies between very wide lim- 
its according to the nature of the se- 
curity. 





pure interest rates of 4% and risk premium of 4% 
will have a market value of par, if it is paying 
8%. At the top of the cycle the pure interest 
rate is 5%, but the risk premium is only one-half 
of 1%. The stock is still paying 8% dividends. 
Its market price has become about 145. In other 
words, although the rise in pure interest rates 
had the same depressing effect upon the market 
price of both securities, nevertheless this decrease 
in price was only to a small degree counter-bal- 
anced by decline in the estimated risk of the 
water bond but more than counter-balanced by the 
decline in the estimated risk of the steel stock. 
Such an illustration indicates how futile are gen- 
eral averages of securities. 
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IV 


With these theoretical considerations 
in mind it is possible to observe certain 
practical consequences. Let us consider 
extremes first—very secure bonds on the 
one hand and very risky stocks on the 
other. If a lorg-term, widely-known 
bond has a very high investment stand- 
ing and a low yield—only slightly above 
pure interest—the pure interest rate 
constitutes practically all of the yield. 
Consequently the market price will rise 
and fall inversely to the rise and fall 
of the pure interest rate, the slight 
changes in the risk premium having an 
almost negligible influence on the mar- 
ket price. Very well secured railroad, 
municipal, and government securities 
fall within this category. If the statis- 
tician computes the course of the 
average of a group of such bonds, he 
will find that the graph is an inverse of 
pure interest rates and the course of 
the industrial cycle.7 On the other hand, 
the market price of securities the yield 
on which is largely risk premium—in- 
dustrial common shares, mining and oil 
stocks—will respond very largely to 
changes in the public estimate of the 
risk premium, the changes in market 
value incident to changes in the pure 
interest rate being swallowed up in the 
changes incident to those in the risk 
premium. The graph of such a group 
will synchronize with the course of the 
industrial cycle itself. There is no rigid 
classification of securities along these 
lines, the distinction being one of the 
relative influence of the two factors. 
Between the two extremes there is un- 





TSubject however to the reservations noted in 
footnote 3. 


SIf this analysis is true it indicates that statis- 
tical averages of bonds in general or general 
bond yields, such as are frequently used, are of 
little value. On the other hand, the average of a 


doubtedly what might be called a twi. 
light zone where the influence of 
changes of pure interest rate approxi. 
mately balances those of the risk 
premium.® 

Practically, this shows itself in the 
effect of the industrial cycle upon the 
market price of different types of securi- 
ties. Those bonds, like well-secured 
railroad bonds and high-grade munici- 
pal and government securities, will de. 
cline with the up-swing of the industrial 
cycle and will be lowest in price at the 
top of the cycle where, through the great 
demand for investment capital, the pure 
interest rate will be lowest. Such bonds 
will rise in market value with the down. 
swing of the pendulum and will be 
highest during the succeeding depres- 
sion. Securities of which the risk 
premium contributes the larger clement 
of the yield—industrial, oil and mining 
shares—will be quoted lowest during an 
industrial depression. They will rise in 
value with the up-swing—as people be- 
come embued with economic optimism, 
as prices of commodities, profits and 
wages rise—until at the top of the cycle 
they will be quoted highest. Interme- 
diate between these extremes there are 
undoubtedly some bonds which remain 
constant in value, because the influence 
of the changes in the cycle upon the pure 
interest factor and risk premium exactly 
neutralize each other. 

Further, the practical results of these 
deductions are obvious. Speculative, 
high-risk premium securities should be 
sold toward the top of the cycle and 
the proceeds of their sale invested in 
such securities as have a minimum of 





half-dozen long-term, very secure, well-known and 
generally-quoted taxable bond yields will give an 
accurate index of changes in the pure interest 
rate. As soon as miscellaneous bond yields are 
included the disturbing effect of the cycle upon 
individual risk premiums of various sizes renders 
the result of little value. 
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risk premium in their yield; these in 
turn—the so-called “high-grade” bonds 
—should be sold toward the bottom of 
the cycle and the proceeds reinvested in 
large element of risk. Or, to phrase 
stocks and speculative bonds having a 
the matter differently, common stocks 
should be sold toward the top of the 
cycle and seasoned, long-term bonds 
bought; these should be sold toward the 
bottom of the cycle and speculative 
common stocks purchased. 

I am aware that this conclusion is 
neither attractive nor easy to follow. 
At the top of the cycle the common 
stocks will be propped up by rumors of 
marvelous corporate earnings, of extra 
dividends, and by a general economic 
exhilaration, while at the bottom of the 
cycle the general pessimism will encour- 
age the retention of the old and tried 
“‘gilt-edge investment” bonds and dis- 
courage the purchase of stocks of com- 
panies showing deficits rather than net 
earnings. Investment wisdom, how- 
ever, consists in doing the “wrong” 
thing at the “wrong” time. 

The foregoing practical course of 
procedure is suggested with consider- 
able hesitancy. Anything savoring of 
a rule to deal with the stock and bond 
market is apt to be construed as a get- 
rich-quick formula, one among many. 
Moreover, the forecasting of the se- 
curity market has become of late a 
widely-advertised business by those en- 
dowed with economic omniscience, al- 
though the omniscience is sometimes 
more obvious after the reaction than be- 
fore the action. 

There is one presumption to which 
this theory of investment practice, or in 
fact any intelligently constructive theory 
of investment, runs counter, in spite of 
its prevalence. It is the presumption 
that “good” investment securities, once 
acquired, should be kept. The purport 
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of this study, and of the two that pre- 
ceded, is that the whole investment 
situation, as well as the relative value 
of every investment security, is subject 
to constant change. An investment 
which is good today is not good to- 
morrow; high-grade, low-bearing bonds 
should be purchased today, but sold to- 
morrow. This is not speculation, as the 
rapid turning-over of securities will ap- 
pear to some, but merely “hedging”’ in 
accordance with an incessantly and ac- 
tively changing economic environ- 
ment. I would emphasize this matter. 
Whether or not the relationship between 
the industrial cycle and investment 
values outlined in this study is accepted 
as a matter of economic theory, it is a 
matter of great practical moment to the 
individual investor to realize that no 
security remains long in the same rela- 
tive position. Not only is the credit 
of individual corporations and munici- 
palities constantly changing, but the 
whole economic background, against 
which all investment values are re- 
flected, is subject to change. The con- 
servative trustee or trust department of 
a bank or an elderly maiden lady, joint 
heirs to the same fund of investment 
wisdom, may acquire an eminently re- 
spectable non-taxable preferred stock 
with a long record of regular dividends. 
The proper time to acquire such a se- 
curity is during the upper stage of the 
cycle, because pure interest rates are 
then high, and, because of the good re- 
pute of the security, the changes in the 
cycle have little effect on the public’s es- 
timate of its risk. But, in spite of its 
good repute, this security should be sold 
toward the bottom of the next depres- 
sion. 

These conclusions also have a direct 
bearing upon the bond buying policy of 
banks and trust companies. That those 
institutions are proverbially poor bond 
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buyers has been noted many times and 
the reason is not far to seek. The pri- 
mary purpose of a bank is to serve its 
customers, to sell credit to those who 
want it and are entitled to it. Obviously 
the greatest demand for credit by a 
bank’s customers, a demand far exceed- 
ing the relative increase in deposits, will 
be during the up-swing of the pendulum 
and at the top. At this time high-grade 
bonds are at their lowest quotations. 
On the other hand the bank is likely to 
have investable funds, far above the 
needs of its customers, at the bottom of 
the cycle. Its temptation is, therefore, 
to invest a portion of this surplus in 
bonds. But at this particular point of 
the cycle high-grade bonds are at their 
highest quotation. Banks of deposit 
are, therefore, in the unfortunate posi- 
tion of having no free funds to invest 
when high-grade bonds should be pur- 
chased, but plenty of funds at the time 
when they should not be purchased. 

Let me add one word more regard- 
ing the broader import of sound invest- 
ment policy. By the wide-spread sale 
during a depression and at a high level 
of market price, of old, well-seasoned 
railroad and municipal bonds of high 
repute and the purchase of com- 
mon stocks, capital would be available 
for new construction by corporations at 
the very time when, owing to the 
wide-spread hesitancy and pessimism, 


corporate enterprise experiences the 
greatest difficulty in securing needed new 
capital. This is the very time when cor. 
porations should make permanent im. 
provements; wages are down, unem. 
ployment is large and the prices of raw 
materials and semi-fabricated products 
are relatively at their lowest ebb. On the 
other hand, the wide-spread sale of in. 
dustrial common stock on the upper 
levels of the cycle would supply just 
the inhibition needed to force corpora. 
tion directors to put on the brakes be. 
fore the coast down hill. Declining 
values of their shares would retard the 
further investment of new capital and 
make expansion increasingly difficult, so 
that the approaching break in prices 
would be less injurious to the corpora- 
tions themselves and to the general pub- 
lic. In other words, the sale of sea- 
soned bonds and the purchase of con- 
mon stocks at the bottom of the cycle, 
and the sale of common stocks and the 
purchase of high-grade bonds at the top 
of the cycle would tend to level off the 
cycle itself and protect the community 
from abrupt fluctuations in business 
prosperity. As in all other economic 
activities, action based on forethought 
which benefits the individual likewise 
benefits society. This is a simple truth, 
no less true in what appears to be the 
selfish field of investment than in other 
fields of economic activity. 





THE GENERAL QUESTION 
OF EXTENT AND METHOD OF CONTROL 
UNDER SCIENTIFIC MANAGEMENT 


By CHARLES W. MIXTER 


ered as a whole may be analyzed 

into two leading types or methods 
or philosophies. The first of these is 
the outgrowth of “the mental attitude 
that consciously applies the principle of 
transference of skill to all the activities 
of industry.” The second type may be 
defined as a thoroughgoing establish- 
ment of standards of manufacture, to- 
gether with as much system of control 
as is necessary reasonably to maintain 
those standards. These two ways of 
gong about scientific management— 
these two sorts of emphasis—are very 
different in spirit and results. We have 
to do here with the question of what 
sort of system of command there shall 
be under scientific management. 

The application of the principle of 
transference of skill is indeed not 
peculiar to scientific management—it is 
employed throughout all-industry; for 
example, in the form of mechanical 
labor-saving inventions. Again, in 
many branches of manufacturing it is 
illustrated by certain appliances, not 
commonly classed with inventions, used 
to facilitate machining operations. 
Wherever the ndture of the work per- 
mits, the tool maker embodies his 
skill and painstaking workmanship in 
a jig, or holding device, and so trans- 
fers his skill. By means of jigs ordi- 
nary machinists or handy men not espe- 
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cially skilled can turn out a great 
amount of work, and each piece be done 
much more accurately than without. 
The instruction card for the workman 
under scientific management is much 
like a jig in principle of operation, 
although not a mechanical device. All 
the forms, also, used in connection 
with clerical work in any business, are 
strictly analogues of the jig; they 
are both time-savers and accuracy-pro- 
moters and embody the ideas which the 
managerial heads desire to have carried 
out. The principle of the jig, of trans- 
ference of skill, in fact runs through 
all modern organization. By means of 
it the head of an _ enterprise—and 
through him, society—secures that im- 
portant advantage of division of labor 
which was overlooked by Adam Smith 
but supplied by Charles Babbage, 
namely, that the less difficult work can 
be assigned to the less skilful workers; 
“whereas, if the whole work were exe- 
cuted by one workman, that person 
must possess sufficient skill to perform 
the most difficult, and sufficient strength 
to execute the most laborious of the 
operations into which the art is divi- 
ded.” The concept of transference of 
skill is certainly of deep and far-reach- 
ing significance; nevertheless, in its ap- 
plication to purely managerial matters 
under scientific management, and else- 
where, that way danger lies. 

The principle of transference of skill 
as applied directly to workmen in the 
shop by means of the well-known char- 
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acteristic methods of scientific manage- 
ment—the jobs analyzed and defined, 
the processes and equipment standard- 
ized—has great possibilities for good. 
Sometimes care has to be taken not to 
overdo the directions in the instruction 
card and to leave much to the experi- 
ence and initiative of the workman. A 
good deal of nonsense has been talked 
first and last about ‘“‘the one best way”’ 
of doing every sort of operation. 
Nevertheless, as a rule, very complete 
directions given to the worker, engaged 
on a fully defined and standardized job, 
insure more and better work being 
done, together with a greatly lessened 
dependence upon traditionally acquired 
skill in the worker. This sort of prac- 
tice, apart from exceptional conditions, 
is not at all a counsel of perfection; it 
is a thoroughly practicable aim and 
method. 

But when we turn from the shop to 
the planning room—to the work per- 
formed by clerks that goes on in the 
planning room—there we find a wholly 
different situation. It is not possible by 
means of “‘routines’’—the analogues of 
instruction cards—to get planning room 
work done quasi-brainlessly by sort of 
clerical “handy men.”’ Of course you 
can get it done that way after a fashion, 
but not done well or profitably. Espe- 
cially does the whole scheme of trans- 
ference of skill in the planning room 
result—considering its direct effects 
alone—in loss, wherever the clerical 
force is underpaid. Taylor, as is well 
known, laid it down that always under 
scientific management labor in the shop 
must be paid, grade for grade, a sub- 
stantial increase over prevailing wages 
to secure its full codperation, and this 
notwithstanding the special assistance 
given to labor by the help of instructors 
and otherwise. This precept should 
not be disregarded in the planning 


room, stores room, or elsewhere where 
clerical help is employed. The work 
done should be measured against stand. 
ard performance if practicable, and in 
any case rewarded liberally. If this 
last is not done, the cheap clerks, be. 
cause they are cheap, will make the plan 
of transference of skill miscarry utterly. 
It is as if one tried to make jigs out of 


putty. 


Over-Reliance on System to Secure 
Results 


The first leading type of scientific 
management in its general aspects, the 
keynote of which has been given as the 
transference of skill, can be character- 
ized in still another fashion. It is a 
form of realization of scientific man- 
agement principles, the dominating idea 
of which is automatism. Just as with 
the human nervous organization con- 
scious mental acts have been changed 
in the course of evolution into uncon- 
scious mental acts, or “‘reflex acts” and 
“acts of least consciousness” in the 
technical terms of the psychologists, so 
it is urged in industry should uncon- 
scious managerial acts, so to speak, take 
the place of conscious managerial acts. 

For example, as regards the issuing 
of manufacturing orders for replenish- 
ing parts carried in stock, under a 
fully developed system of control in 
place of a highly paid assistant man- 
ager getting out these orders as needed, 
this function is performed by a cheap 
clerk in charge of “Worked Material 
Balance Sheets.” As certain papers 
flow over his desk he simply follows 
his ‘routine,’ adds to some columns 
and subtracts from others, until at last, 
while there is still a margin of safety, a 
danger signal is set and he issues an 
order. Sometimes this order is merely 
a requisition for an order to be passed 
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upon by someone higher in authority, 
but more often it is a true manufactur- 
ing order and goes into effect straight- 
way—all very automatic and reflex in 
theory; sometimes nothing but a bad 
case of mal-coérdination in practice. 
The present writer has known machines 
to be needlessly shut down for lack of 
material, when a half-dozen clerks on 
Balance of Stores Sheets were supposed 
through that device to make that man- 
sagerial slip-up impossible. Even at 
best, with well-paid, mature clerks on 
the balance desk, this mechanical pro- 
cedure is almost a counsel of perfection. 
Somebody of higher authority and 
wider outlook has constantly to revise 
the “minimum quantities” or the whole 
device fails of fulfilling some of its 
chief purposes. Also, someone with 
understanding and the authority to 
make revisions of established rules 
should note which items of worked ma- 
terials or of stores have a steady, de- 
pendable usage and discontinue the 
needless labor of “apportioning”? such 
items; or he should add to the appor- 
tioned items as new cases of irregular 
usage arise. 

Again, with respect to the ordering 
of the issue of material from the stores 
room and the moving of it where and 
when it is wanted, or the moving of 
work-in-process from any position in 
the shop to the place of the next opera- 
tion, a reflex mechanism is set up in the 
planning room known as the “bulletin 
board,” or more correctly, the dispatch- 
ing board, to carry out the idea of com- 
plete, quasi-automatic control. Here 
the clerks in charge receive from the 
shop all day long papers which are sig- 
nals of certain happenings and issue 
other papers which control subsequent 
events in prearranged sequence. Simul- 
taneously they record the progress of 
the work in the prepared route files. 
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Sometimes this mechanism works well, 
as well as the dispatching of trains on 
a railroad; but in other cases it is so de- 
tailed and over-centralized that it is in 
a chronic state of being “shot all to 
pieces.” The planned ‘‘order of work” 
—distribution of manufacturing orders 
—and the prearranged sequence of 
operations, resting on complete analy- 
sis or “routing” of the work—are 
good; the trouble arises from over- 
doing the at-arm’s-length system of 
control of materialsk—from _ over- 
extending what is called in an army 
“the line of communications.” In other 
words, the fine adjustments as well 
as the coarse adjustments are sought 
to be accomplished away from the 
firing line by clerks who see neither ma- 
terials nor machines—only papers. 
What would be thought, one may 
ask, of the quartermaster’s department 
of an army that undertook to extend the 
“line of communications” under its con- 
trol to the extent of directing the supply 
of cartridges into the ammunition 
holders of each individual soldier? As 
is well known, the centrally controlled 
military mechanism of the line of com- 
munications stops functioning some- 
where near the front and there turns 
over further distribution of supplies to 
certain sections of the combat troops. 
Yet in an over-systematized scientific 
management shop I have seen each indi- 
vidual spindle in a large department 
numbered and the attempt made to 
route the material to each spindle by 
means of papers sent out from a cen- 
tral-control office. It is sufficient as a 
rule in most factories, for regularity of 
supply of material, that material be 
routed to each department as a whole 
by some dependable system and then 
delivered to the separate work places 
under the responsibility of the foremen 
and assistant foremen directly in con- 
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tact with the work. In cases where the 
nature of the operations—or getting 
of cost accounting and other like 
records—requires that considerable de- 
tailed paper work be done, connected 
with handling the materials and assign- 
ing jobs, as much of such work as pos- 
sible should be done at substations 
within the several departments rather 
than at a central point of control. Al- 
though under traditional management 
workshops are starved of clerical assis- 
tance, by reason of the superstition that 
all clerks are “non-producers,” that is 
no reason why, when that lack is sup- 
plied under scientific management, it 
should not be attached for the most 
part to the regular foremen and depart- 
ment heads. ' 

Instances might be multiplied .to 
prove, if proof be necessary, that in in- 
dustry as in all human coéperation, we 
have merely an organization, never a 
real organism with true “reflex acts’’; 
that in management, as well as in gov- 
ernment, an over-refined policy is al- 
ways self-defeating. 


Functional Versus Old-Style 
Foremanship 


Above and beyond questions of the 
method of articulation of the planning 
room with the shop—the planning 
room considered as a control room, 
rather than as the place where plans 
and preparations are made—is the 
whole matter of high command; the 
matter of the scheme of relationships 
between the heads of the business and 
the subordinate commanders. In estab- 
lishments under scientific management 
of the automatist type, the idea seems 
to be to have no subordinate com- 
manders of importance—no heads of 
departments with any considerable de- 
gree of responsibility and authoritv. 


Command, except at the top, is split up 
among a congeries of functionaries each 
with definitely prescribed duties and 
little independence. The purpose be. 
hind the plan, when it is not a mere 
doctrinaire carrying out of supposed 
scientific management principles, is ap. 
parently to make the chief commander 
“boss in his own shop,” as the phrase 
goes. Well, here again there can be a 
great overreaching; one can make him. 
self supreme boss of something that 
after a while in consequence will not be 
worth bossing. 

In this connection the broad distinc. 
tion should be drawn between creating 
standards and the work of execution. 
The ascertaining, recording, and de 
creeing of standards should be cen. 
tralized. No old-style departmental 
chief should be allowed to be boss in 
the shop with respect to them. He 
should be made to yield up all the for- 
mulas and tricks of the trade he knows 
and help to reduce them to writing 
available for the use of others, or get 
out. But when it comes to executive 
work, to the carrying out of the stand- 
ard (apart from “inspection” )—the 
day-by-day fighting of the battle of run- 
ning the business—that is another mat- 
ter and one in which a considerable de- 
gree of decentralization is what is 
wanted. For one thing the system of 
specialized functionaries substituted for 
the system of old-style foremen and 
heads of departments, besides the over- 
lapping and working to cross purposes 
occasionally incurred, is apt to create a 
general “Oh, what’s the use?” feeling 
by which the whole enterprise is lamed. 
Specialization may make the jobs so cir- 
cumscribed and apparently insignificant 
that those really big enough for them 
will never be happy in them. And, irre- 
spective of the size of the job, there is 
always the matter of wisdom or lack of 





- 


o>; ; 


ae tn tm tt te ae eee ek 06! we oe ae ae eS ok, 


; up 
‘ach 
and 


ere 
sed 


ap- 
der 
‘ase 
ea 
im- 
hat 
be 


inc: 
ing 
on, 


de- 


ital 
in 


‘or- 
Ws 
ing 
get 
ive 
nd- 
the 
un- 
jat- 
de- 


is 


for 
ind 
er- 
ses 


ng 





SCIENTIFIC MANAGEMENT—METHOD OF CONTROL 17 


wisdom in overlord interference. It 
should ever be kept in mind by an 
owner or manager that, though subor- 
dinates are under his orders, there is 
such a thing as the rights of the job 
from the humblest workman up—that 
the feeling of quasi-proprietorship in 
the job on the part of subordinates is 
one of the strongest dynamic forces that 
the owner has available. Danger lies 
in the whole concept of centralized con- 
trol of shop management—or of any 
business—both in its narrower and in 
its broader aspects. The enterpreneur, 
the governor, or the general who so 
uses his power as to build up a system 
in which he alone is “‘it,”” makes of him- 
self in Burke’s phrase ‘‘an unsupported 
May-pole” and invites disaster. I have 
seen precisely this sort of thing done 
and this sort of failure incurred in a 
scientific management concern. 


Lessons from Military Establishments 
for Industrial Establishments 


With respect to the proper system of 
command—the system of division of 
authority and responsibility—in indus- 
trial establishments, much of the dirst 
order of importance may be learned 
from military establishments. Business 
men in general in the United States 
have neglected this source of ideas and 
inspiration. They have been misled in 
times past by contact with a somewhat 
inferior military system; they have been 
impressed by inexcusable red tape and 
administrative bungling; their attention 
has been directed away from war and 
its methods. (This on the whole still 
holds true, even after 1917 and 1918.) 
And in this matter Taylor and his fol- 
lowers have erred along with the rest 
of their imperfectly informed country- 
men. Scientific management literature 
is, IN consequence, full of adverse criti- 


cism of the “military” way of doing 
things in a shop. 

Thus in Shop Management, para- 
graphs 213 and following, we read: 

“One of the most difficult works to 
organize is that of a large engineering 
establishment building miscellaneous 
machinery. ... . Practically all of 
the shops of this class are organized 
upon what may be called the military 
plan. The orders from the general are 
transmitted through the colonels, ma- 
jors, captains, lieutenants, and non-com- 
missioned officers to the men. In the 
same way the orders in industrial estab- 
lishments go from the manager through 
superintendents, foremen of shops, as- 
sistant foremen, and gang bosses to the 
men. In an establishment of this kind 
the duties of the foremen, the gang 
bosses, and so on, are so varied, and 
call for an amount of special informa- 
tion coupled with such variety of na- 
tural ability, that only men of unusual 
qualities, to start with, and who have 
had years of special training, can per- 
form them in a satisfactory manner. . .. 
Under the military type of organization 
the foreman is held responsible for the 
successful running of the entire 
ORs «si Through the whole field 
of management the military type of or- 
ganization should be abandoned, and, 
what may be called the ‘functional type’ 
substituted in its place.” 

Then follows Taylor’s detailed de- 
scription of the system of differentiated 
duties and responsibilities, which cer- 
tainly should be introduced to a degree 
in every industrial concern not of the 
simplest “tonnage” variety. Taylor’s 
reasoning as to why the unmodified 
“military type” of management, as he 
calls it, fails in complicated work, and 
fails of necessity, is most convincing. 
The point which the present writer 
wishes to make here, incidentally, is 
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that the military system as regards the 
conduct of actual armies is not at all 
what Taylor and his followers appar- 
ently suppose it to be. Modern mili- 
tary establishments are, as a matter 
of fact, highly functionalized. The 
colonels, majors, captains, and so forth, 
are not responsible for the running of 
the entire military shop, but only for 
the successful conduct of one function 
in it—the function of fighting. Regi- 
mental and company commanders, and 
others of the ‘“‘line,”” have some general 
and detailed administrative duties, but 
in the main they practice functional 
foremanship of the strictest sort. Years 
ago, before modern military systems 
were created, there was, to be sure, 
little differentiation; line officers, each 
in his degree, had charge not only of 
fighting but of commissariat, quarter- 
master’s work, and of such medical ser- 
vice as there was. Nowadays all that 
has been changed; and, in addition, up- 
to-date military establishments have a 
highly developed bureau of standards 
—a great “planning department’’— 
known as the General Staff. And there 
are lesser planning departments for 
each division of the military work. 
Another point I wish to make in pass- 
ing is that modern military systems of 
the first class are far more decentral- 
ized than is commonly supposed. For 
example, mobilization in European 
countries is not arranged and executed 
from the Capitol; in both peace and 
war it is in the entire charge of the sev- 
eral Corps Commanders. ‘“Concentra- 
tion” following mobilization is man- 
aged with complete centralization from 
General Headquarters, but that is a 
matter of strategy and has no counter- 
part in the shop. Strategy in a manu- 
facturing business is a “front office” 
affair—mostly a matter of sales policy 
—and does not extend into the shop. 
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The main lesson to be drawn from 


military science and practice, as already — 


indicated, is a suggestion of the true 
method and the true spirit of command 
in all its aspects in industry. Here again 
what actually takes place in military 
life, as regards the individual latitude 
of judgment and independence allowed, 
will probably surprise most civilians, 
The private soldier is, to be sure, 
taught first and foremost to obey all 
lawful orders unquestioningly. He 
must advance, when ordered to ad. 
vance, with no hesitation; he must take 
cover, when ordered to take cover, 
whether he thinks it is necessary or not; 
otherwise no battle can ever be won 
and much useless slaughter will be in- 
curred. But with respect to all others 
above the private soldier, although 
obedience to orders still has a promi- 
nent place, the spirit of the general 
system of command is far otherwise. 
It is astonishing how much provision 
there is for flexibility. 


The Danger of Excessive Multiplicity 
and Frequency of Orders 


Taylor and other scientific manage: 
ment men have had so much to say 
about the paramount importance of the 
right “spirit” and “attitude of mind” in 
industrial establishments that it is well 
to concentrate attention on the spirit of 
the system of high command in military 
establishments—the spirit as contrasted 
with method and form. Let me pre- 
sent a few quotations sufficient for the 
purpose. 

“An order should not trespass upon 
the province of a subordinate. It 
should contain everything beyond the 
independent authority of the subordi- 
nate, but nothing more.”’? Note the 





2 Field Service Regulations, United States Army, 
1913, paragraph 79. 
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implication in the above of the “rights 
of the job,” to which reference has al- 
ready been made. ; 

“The elaborate means of communica- 
tion provided under modern conditions 
should not be used in such a manner as 
to cripple the initiative of subordinates 
by unnecessary interference.” * Because 
pneumatic tubes and other carrying de- 
vices make it possible to control shop 
operations down to the minutest detail 
from a central control station, is no rea- 
son why it should be done. They con- 
stitute, rather, a temptation to be 
resisted. 

“The spirit of ‘instructions’ is identi- 
cal with that of ‘operation orders,’ the 
aim of both being to communicate to 
the commander the intentions of his 
superior, and the part allotted to the 
commander in the execution of those in- 
tentions, /eaving to him a free hand in 
the method of execution. ... . Few 
things are more important in the war 
preparations of an army than the train- 
ing of commanders and staff... . 
not only to work intelligently and reso- 
lutely in accordance with brief and very 
general instructions, but to take upon 
themselves, whenever it may be neces- 
sary, the responsibility of departing 
from or varying the orders they may 
have received.” 4 
Over and over again it is emphasized 
in authoritative works on _ military 
science that it is a fatal error ‘“‘to order 
too much’”—to trammel subordinates 
by orders of too great explicitness. Ex- 
cept upon rare occasions, to be sure, the 
intentions of the commander-in-chief 
should be communicated to everybody 
down to chiefs of battalion—but that 
is a wholly different matter from de- 


* Field Service Regulations, British Army, part 
I, section 8. 

* Major-General Altham, The Principles of War 
Historically Illustrated, pp. 350 and 359. 
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tailed dictation. So, also, it is force- 
fully pointed out that care should be 
taken against excessive frequency of 
orders. In some of the great battles of 
the Russo-Japanese war lasting for 
days, Oyama, the man who conquered, 
issued orders only once every 24 hours; 
whereas from the headquarters of 
Kuropatkin, the man who was van- 
quished, there was a “sporadic sending 
out of orders at all hours of the day 
and night.” ° 

If in the conduct of battles and cam- 
paigns where the lives of nations hang 
in the balance, and the desire of the su- 
preme commander to control things, so 
that his plans cannot miscarry, is nat- 
urally strained to the utmost—if under 
such circumstances the exponents of the 
best military art of today find it ex- 
pedient to urge flexibility of command 
and the delegation of responsibility to 
subordinates—how much more would 
it seem advisable to exercise pcwers of 
command in a like manner in a manu- 
facturing business. The spirit of high 
command in some shops, even Taylor 
shops, seems to be that which obtained 
in warfare over a hundred years ago 
when, for example, Wellington placed 
a Captain of Artillery under arrest, 
“for advancing his battery without 
orders, although the tactical situation 
justified the movement.” ® 

With all- that is said by military 
writers about flexibility of command 
and leaving subordinates free in the 
details of execution, they also, on the 
other hand, emphasize that there must 
be no dodging of responsibility on the 
part of the superior commander; that 
he must make up his mind what can 
be done, not what is merely desirable 





5 Altham, ibid., p. 366. 


6 Altham, ibid., p. 364. 
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to be done, and leave no doubt in the 
minds of his subordinates as to what is 
expected of them. Such expressions in 
orders as “attempt to capture,” “try to 
hold,” and the like, are forbidden.? 
The matter of managers taking respon- 
sibility is one of the prominent precepts 
of Taylor as regards shop management, 
and rightfully so; but it seems to the 
present writer that some of his fol- 
lowers in practice overdo it. No one 
principle of command has the right of 
way over every other; the achieving of 
a suitable balance in the general scheme 
of command, in every branch of coérdi- 
nated human activity, will always re- 
main very difficult—a matter of unity 
of purpose and variety of means. 


“Self-Reliance, Method, and 
Command” 


The best piece of military literature 
for owners of scientific management 
shops and other industrial leaders to 
read is Bernhardi’s chapter entitled 
“Self-Reliance, Method, and Com- 
mand.” ® It should be read in its en- 
tirety, for it applies most aptly not only 
to the problems of higher command in 
industry but also to the whole scheme 
of detail orders governing materials, 
moves, operations, and so forth, in a 
shop. From the wealth of illuminating 
utterances let me quote one passage 
considerably abbreviated. 

“When practicing in peace, on the 
manoeuver field as well as on the map, 
we are always tempted to limit the in- 
dependence of subordinates in the in- 
terest of our own intentions and 
views, many succumbing to this temp- 
tation. I have repeatedly had this ex- 





' Field Service Regulations, United States Army, 
paragraph 78. 


®8Vol. I, Part II, Chapter VIII, On War of 
To-Day. 


perience. .... The necessary orders 
were dispatched in long telegrams to 
the various army corps. .... The 
writing and transmission of the orders 
(because of their detail and ‘unnatural 
assumptions’) were impossible as re. 
gards time. The whole procedure would 
have failed in active service, for the 
most part in the issue of orders 
am oe 5s Paper can stand a lot 
of things, but in reality we pay for such 
follies with lost battles and ruined 
armies. 

“The temptation to issue such orders 
for insuring the cooperation of various 
bodies during intricate operations has 
often asserted itself in war, too. In 
South Africa, English General Head. 


quarters completely succumbed to 
Mirae Everything was ordered by 
General Headquarters to the smallest 
ae 3. iis Yet the system failed. 


Because of the necessity of adhering to 
the system ordered, the enemy was of 
less concern, and the Boers remained 
masters of the situation.” 

In some scientific management shops 
so much attention is paid to the mainte- 
nance of “the system”’—the main- 
tenance of the decreed scheme of 
papers of control—that the operative 
difficulties in getting the work done re- 
main very largely “masters of the situ- 
ation.” The one thing that brings 
partial success in such circumstances is 
the saving salt of thorough technical 
standardization. This last always 
helps towards dividends; the stream of 
tickets to and from the planning room 
often is only an expensive luxury. 

It may be urged by some that the 
foregoing lessons drawn from military 
command do not apply as examples for 
shop command, because shop standards 
are definite requirements to be main- 
tained without deviation, whereas the 
operations of an army in the field being 
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essentially changeable admit and re- 
quire flexibility in their control. As a 
matter of fact, conditions in the shop 
are also highly changeable from the 
nature of things, and no perfect stand- 
ardization is therefore possible. 

Changes in quantity of product, 
changes in sources of supply of materi- 
als, all the thousand and one difficulties 
from personal failings and imperfect 
control of natural forces—strictly an- 
alogous to the “intervention of the 
enemy” in military affairs—constantly 
upset standard performance and pre- 
sent problems calling for managerial 
judgment all along the line. It is be- 
yond doubt one of the strong points of 
scientific management in general that it 
emphasizes the importance of do- 
ing away with tinkering, traditional 
methods, and, instead, aiming in each 
instance as much as may be at a definite 
bull’s eye of performance. Neverthe- 
less the necessity of allowing “toler- 
ances’ runs through all mechanical 
practice and through industrial admin- 
istration as well. Hence, a feature 
of good management is, as stated at the 
outset of this paper, “as much system 
as is necessary reasonably to maintain 
the standards.” The notion apparently 
entertained by some people that “stand- 
ardization” of materials and equip- 
ment in scientific management shops 
may be reduced to such a fine point as 
to usher in a sort of managerial mil- 
lenium is a delusion. 


Conclusions 


The present writer hopes that he has 
made clear what he has chiefly had in 
mind in writing this paper. He is con- 
vinced that from the beginning there 
have been two streams of tendency in 
scientific management practice—the one 
nearly always beneficial, the other not 


infrequently mischievous. The distinc- 
tion is not perhaps so much between 
“transference of skill’ and a contrasted 
principle, as between two ways in which 
the principle of transference of skill 
may be applied. On the one hand is 
standardization of methods, materials, 
and equipment (properly preceded by 
standardization of products and com- 
ponent parts of products); thorough 
analysis of each job and planning its 
execution before beginning its execu- 
tion; an adequate system of inspection 
both of products and of the mainte- 
nance of conditions of work; painstak- 
ing selection and instruction of the 
workers at the time of hiring and con- 
tinuously thereafter. These things can 
scarcely ever be overdone. In contrast, 
on the other hand, is the setting up of a 
system of control to secure centralized 
oversight and direction of each detail of 
the technical operations while, after the 
planning of them, they are in process of 
execution. All the recording of times 
started and times finished on the sepa- 
rate jobs (as the basis for paying 
bonuses) and the issuing of “move 
orders”—primarily to get from their 
return a signal to do something else in 
the way of detailed ordering, rather 
than to secure the performance of the 
move—come under this head. These 
things can be, and often are, overdone. 
There is a temptation in this depart- 
ment of scientific management to elabo- 
rate a scheme of control largely for its 
own sake—to secure symmetry of the 
whole system and to give its head con- 
troller a gratifying sense of complete- 
ness of knowledge and power. The 
result is a mechanism which is often too 
costly and frequently breaks down, be- 
cause after all dependence has to be 
placed on the judgment of foremen and 
others who are dealing face to face with 
the difficulties of the work. There are 
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in scientific management practice—the 
writer has seen them—purely doctri- 
naire excesses, naturally fallen into, 
against which one must be on guard. 
The professional installer is often car- 
ried away by his zeal; the owner or 
manager is seduced by the charm of 
something by means of which he can 
extend and exercise his personality. 

In what has just been said, and else- 
where in this paper, I do not mean to 
minimize the importance of all system 
or to discourage the use of written 
papers in management such as are nec- 
essary for being duly methodical. 
Written “manufacturing orders,” writ- 
ten specifications (fully and completely 
written out with accompanying bills of 
material, blueprints, and so forth), a 
planned order of work, also down on 
paper—these things are essential if 
shop administration is not to muddle 
along in the old way of starting jobs 
as ready when they are not ready, going 
a little way and getting stuck, or mak- 
ing spoiled work which has to be done 
over, and all that sort of thing. But it 
is far removed from these essential 
matters of methodical preparation, to 
try to keep one’s hand on everything 
while jobs are being done, through a 
top-heavy device composed of detailed 
order tickets and cheap clerks. The 
present writer is familiar with a large 
and populous so-called “planning 
room,” where by far the greater num- 
ber of the athletic young men employed 
are not engaged on plans and prepara- 
tions at all, but in “ticket slinging’”’ and 
route-file tossing, which has for its im- 
mediate purpose the maintaining of the 
centralized arm’s-length system of shop 
control. Out in the shop, away from 
this general central ganglion of control, 
the foremen and the workmen struggle 
with the tickets, trying to make them 
come right and at the same time do 


their work, and sometimes succeeding. 

Of course this sort of thing cannot 
happen except under the theory of func. 
tional foremanship carried to an ex. 
treme and the complete abandonment 
of reliance upon the personal, firing-line 
judgment, and on-the-spot services of 
traditional foremanship. At the time 
when Taylor launched the scientific 
management movement it was neces- 
sary to break sharply with established 
practice as regards the duties and re- 


sponsibilities of foremen, because for: 


one thing foremen were greatly over- 


burdened, and also because in no other : 


way could the trammels of custom about 
excluding ‘“‘non-producers” from _ the 
shop, and the pursuit of “natural,” un- 
planned, unanalyzed, unstandardized 
methods be set aside. 

Today with respect to the matter of 
the plan or method of foremanship, as 
with respect to all the other leading fea- 
tures of his scheme of management, 
Taylor should be followed, obviously, 
not slavishingly or imitatively, but, 
rather, with a higher, progressive form 
of imitation. Almost every form of 
error of his followers he has warned 
against. For example, the following, 
from paragraph 322 of Shop Manage- 
ment, freely interpreted and applied, is 
a sufficient antidote to the tendency to 
over-centralization and excessive de- 
pendence on mechanism. “No system 
can do away with the need of real men. 
Both system and good men are needed, 
and after introducing the best system, 
success will be in proportion to the abil- 
ity, consistency, and respected authority 
of the management.” And that has a 
true military ring about it, too. Of all 
the faults of a commander, the greatest 
is vacillation. His second greatest fault 
is to practice such interference as to take 
the heart out of the “real men’’ he needs 
for his support. 
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THE REAL SIGNIFICANCE OF RECENT GERMAN 
STOCK EXCHANGE QUOTATIONS 
AND DIVIDENDS 


By R. R. KUCZYNSKI 


HEREVER two people now- 
W adays discuss the trend of the 

German stock market, one of 
them is sure to say: “The stock has 
risen tremendously” and the other: 
“Shares are much too cheap.” The first 
speaker continues: “Elberfeld Dyes 
stood at 5,900 marks before the war, 
today they stand at 300,000,” where- 
upon the other promptly answers: 
‘Nevertheless, before the war an Elber- 
feld share cost 5,900 marks in gold and 
today it costs §5 marks in gold.” Each 
is right from his own point of view, but 
neither is aware that he is comparing 
something without a common standard 
of comparison. The Elberfeld share 
before the war was a different thing 
from the Elberfeld share of today. 
The 54,000 shares of 1914 had a par 
value of 1,000 gold marks each; the 
440,000 shares, which were issued in 
December, 1922, had a nominal value 
of 1,000 marks in paper each, equal to 
60 pfennig in gold. The average par 
value of all the 880,000 shares here- 
tofore issued was, at the time of issue, 
120 marks in gold. Before the war 
the Elberfeld share of 1,000 marks in 
gold par value had a value of 5,900 
gold marks, according to quotations, but 
at present this share, at a par value of 
120 marks in gold, is quoted at 300,000 
paper marks (= 55 gold marks). The 





* As authority for the increase of capital of the 
various companies I chose the book by Georg C. 
Meyer, The Alterations Since August, 1914, in the 


real value (on the quotation basis) is 
consequently at present 46%, and the 
Elberfeld share of 1914 has conse- 
quently so far fallen in the proportion 
of 590:46. 

To calculate the real value of today’s 
quotations we must start with the par 
value of the shares before the war and 
take the par value of the shares is- 
sued in the meantime at their gold par 
value at the time of issue. Let me, for 
example, once more refer to the stock 
known as Elberfeld Dyes: 








Gold mark 
equivalent 
Paper of 100 
marks paper marks 
millions marks millions 





Pre-war capital ........ 54 100.00 54-00 
Increase January, 1918... 36 80.69 29.05 


Increase December, 1919.. 90 8.98 8.08 
Increase June, 1921...... 220 6.04 13.29 
Increase February, 1922.. 40 2.01 0.80 
Increase December, 1922. .440 0.06 0.26 

WOME, éossewned 880 105.48 





The 880 million par value capital 
stock—a small fraction of which has 
been paid in gold marks, the rest in 
more or less depreciated paper marks 
—is equivalent to a par value capital 
stock of 105.48 million gold marks. 

I have carried out the same calcula- 
tioa for all other common stocks, quoted 
before the war and now on the Berlin 
stock exchange, of companies! having a 





Capital of Joint Stock Companies Whose Shares 
Are Quoted on the Berlin Stock Exchange (2nd 
edition, published by Neue Berliner Bérsenberichte, 
Berlin, C. 2). 
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par value capital stock of not less than tion was quoted for the last time was 
100 million marks in gold, or the names_ taken as the month in which the ip. 
of which begin with E, F, or G. The crease of capital took place and in case 
month in which the right of subscrip- no such quotation was made, the month 
























































. ; jg | Quotation 
Capital Quotation eer (Real 
value) 
June 27| February 28 [June 27)Feb. 28jJune 27| February 28 Feb. 28 
1914 1923 1914 | 1923 *] 1914 1923 * 1923 * 
No. Companies 
In millions of marks % % In millions of marks % 
Gold | Paper | Gold Gold | Paper | Gold 
1 | Elektrische Hoch- und Untergrund- Railroad and Street Railway Companies ; 
NET SRE ere 60 go 60.66 | 130.75 | 13,010] 78.45] 12,709] 2.354 3-9 
2 | Eutin—Libecker Eisenbahn........] 5.30] §.30] 5.30] 65.50] 12,750] 3.47 676 | 0.125 2.4 
3 | Grosze Casseler Straszenbahn...... 5 5 5 108.50| 4,500} 5.43 225 | 0.042 0.8 
Banks 
4 | Disconto-Gesellschaft.............. 300 =| 900 | 315.72] 183.90 | 12,800] 551.70] 115,200 | 21.333 6.8 
© ET IS och os osc cccvocnaes 250 |800 | 279.62 } 235.80 | 25,000 } $89.50 | 200,000 | 37.037 13.2 
Pere 200 = |1100—- | 245.31] 147.10] 8,500] 294.20] 93,500 | 17.315 7.1 
7 | Darmstidter und Nationalbank .... | 193 600 210,86 | 114.32 | 9,750] 220.64] 58,500 | 10.833 5.1 
SD ROIS 8s beccdncacessvirsess 180 |180 | 180 139 8,100] 250.20} 14,580] 2.7 1.6 
9 | Leipziger Creditanstalt............ 110 =6| 780 —- |. 128.07} 149.75 | 5,850] 164.73] 45,630] 8.45 6.6 
10 | Barmer Bankverein............... 99-48 | 998.70 | 112.56] 107.75 | 5,250] 107.19] 52,432] 9.710 8.6 
11 | Berliner Handels-Gesellschaft.... .. 110 110 110 149.60 | 42,500} 164.56] 46,750] 8.657 7.9 
12 | Commerz- und Privatbank......... 85 700 100.68 | 107 8,000} 90.95] 56,000 | 10.370 10.3 
13 | Essener Credit-Anstalt............ go 400 97.08} 156.50] 7,800] 140.85] 31,200] 5.778 6.0 
14 | Gothaer Deutsche Grund-Credit- 
Bs kb ishxnks even keyl ends sah 18 45 18.30] 164.40] 5,200% 29.59] 2,340] 0.433 2.4 
Shipping Companies 
1§ | Hamburg-Amerikanische meant on we 126.25 | 45,000 | 227.25 pyr 15 8.3 
16 | Norddeutscher Lloyd.............. 125 475 138.28 | 109.80 | 27,000 I 137.25 | 128,250 | 23.75 17.2 
Breweries 
17 | Engelhardt-Brauerei.............. 2 40 4-91 | 195 12,000] 3.90] 4,800] 0,889 18.1 
18 | Friedrichshain-Brauerei............ 3 3 3 71.75 | 30,000} 2.16 goo | 0.164 5.5 
19 | Glickauf-Brauerei Gelsenkirchen....] 2.4 7.2 2.46 | 121 10,000] 2.90 720 | 0.133 5.4 


Real Estate Development Companies 


20 | Frankfurter Chaussee Terrain- 





RRs ih odibsicsecawke dey 1.8 1.8 1.8 | 72 3,500 1.30 63] 0.012 0.7 
21 | Grosz-Lichterfelder Terrain-Gesell- 
WEES 05 06 hpapsacinabantone I I I 199 8,3008 1.99 83! 0.008 0.8 
Highway Construction, et cetera, Companies 
ah FG Gan oo « 5 evacuees 6 12 6.39] 145.50 | 82,000] 8.73] 9,840] 1.822 28.5 
23 | Gebhardt & KGnig................ 4.5 4:5 4:5 | 231.§0| 80,000} 10.42! 3,600] 0.667 14.8 
94 | Geiin.& Bilinger..............0005 4 7.5 4-221122.50| 29,900] 4.89} 2,243] 0.415 9.8 


Mining, Smelting and Metallurgical Industries 
25 | Gelsenkirchener Bergwerks-A.-G. ... ] 180 188 185.81 | 182.50 | 61,000 ] 328.50 | 114,680 | 21.237 11.4 
26 | Deutsch-Luxemburg. Bergw.-u. Hiit- 
































PAS SS eR PD pare.” 130 130 130 128 64,250} 166.40] 83,525 | 15.468 11.9 
27 | Phénix-Bergbau- und Hiittenbetrieb. | 106 goo 114.89 | 236.50 | 57,500 | 250.69 | 172,500 | 31.944 27.3 
28 | Eschweiler Bergwerk.............. 38 38 38 226 | 69,000} 85.88] 26,280] 4.867 12.8 
29 | Essener Steinkohlen-Bergwerke..... 19 75 27.19 | 153.50 | $4,000] 29.17] 40,500] 7.5 27.6 
go | Eisenwerk Kraft.................. 22.5 | 75 23.08 |] 163.75 | 40,000} 36.84] 30,000] 5.556 24.1 
31 | Eintracht Braunkohlenwerke u. Brik- 

IN ond wtahien «oe 0% u's ac nrmaed 6 40 10.341 504 | 60,000] 30.24] 24,000] 4.444 43.0 
32 | Friedrichshall Kaliwerke........... 6.25 | 100 8.83] 125 47,000} 7.81] 47,000] 8.704 98.6 
33 | Gelsenkirchener Guszstahl- u. Eisen- 

EY hx sacle Wain 64s sedans s'caas 3 30 §.93 | 100 22,000} 3.00] 6,600] 1.222 20.6 
34 | Greppiner Werke. . ; 1.32| 6 1.35 197.50] 90,000} 2.61 5.400] 1 73-9 


* No. 18: Feb. 21, 1923; No. 21: . Feb. 5, 1923; No. 36: Feb. 2, 1923; No. 42: Feb. 26, 1923; No. 70: December 22, 1922. 
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The table here submitted contains 
(1) the Berlin quotations of June 27, 
1914 (the last stock exchange day be- 
fore the murder of Serajewo), and of 
February 28, 1923;? (2) the value of 
the entire common capital stock (on 
quotation basis) on June 27, 1914, and 
on February 28, 1923 (the latter in 
paper marks and in gold marks) ; final- 
ly, it shows (3) the real value repre- 
sented by the quotations of February 
28, 1923, calculated by dividing the 
quotation value of the entire common 
capital stock in gold marks by the par 
value of the common capital stock in 
gold marks (according to the gold value 
at the time of issue). 

We venture to note merely a few of 
the results: 

Before the war the following com- 
panies had the highest capital stock par 
value: The Disconto-Gesellschaft with 
300 millions; the Deutsche Bank with 
250 millions; the Dresdner Bank with 
200 millions. At present the following 
are at the head of the list—if, as is 
usually done, gold and paper marks are 
added together, without regard to their 
value—the Dresdner Bank, with 1,100 
millions, the Barmer Bankverein with 
999, the Disconto-Gesellschaft and the 


Allgemeine Elektricitatsgesellschaft with 


900 millions each (the Deutsche Bank 
with its 800 millions is outdistanced by 
the three largest chemical works with 
880 millions each). If, however, the 
present capital is reduced to gold marks 
according to exchange rates at the time 
of the issue of the shares, we arrive at 
the same sequence as before the war: 
Disconto-Gesellschaft (316), Deutsche 
Bank (280), Dresdner Bank (245), 





* If the shares were not quoted on February 28, 
1923, the last quotation before that date was used. 
If shares had not been quoted at all in the last 
three months, the company was not included in 
the table. 


and the Barmer Bankverein (113) is 
left far behind in the thirteenth place. 

If classified according to their total 
value on the,basis of quotations, the 
following companies take the lead: 
before the war, the Deutsche Bank with 
590 millions, the Disconto-Gesellschaft 
with 552 millions, the Allgemeine Elek- 
tricititsgesellschaft with 373 millions; 
at present, the Badische Anilin-und 
Sodafabrik with 308,000 millions (pa- 
per marks) the Elberfelder Farbenfab- 
riken with 263,000 millions, and the 
Hoéchster Farbwerke with 242,000 mil- 
lions. Reduced to gold marks, the value 
of the capital stock on the quotation 
basis of even the Badische Anilin-und 
Sodafabrik (with 57 million gold 
marks) appears very moderate, judged 
by pre-war standards. 

Before the war, the total capital stock 
par value of all the 85 companies in- 
cluded in the table was 3,176.2 million 
marks; at present their total capital 
stock (gold and paper marks being 
added up, without regard to their 
value) amounts to 13,838.5 million 
marks or almost 41% times as much. If, 
however, the present capital is reduced 
to gold marks according to exchange 
rates at the time of the issue of the 
shares, we arrive at a total capital stock 
of 3,649.64 million (gold) marks, that 
is, only 15% more than before the war. 
On the basis of quotations, the total 
value of the shares of all the 85 com- 
panies was 5,824.76 million marks be- 
fore the war, and 2,937,732 million pa- 
per marks or 544.02 million gold marks 
on February 28, 1923. The total value 
in gold marks was then only 9.3% of 
what it had been before the war in spite 
of a real increase of 15% of the capital 
stock. 

The real value (that is, the total 
value calculated on the quotation basis, 
divided by the gold par value of the 
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following the general meeting. The re- in the “Statistisches Jahrbuch fiir das 
1 . ° ° ° ” sto 
duction to gold marks is on the basis of Deutsche Reich” (Forty-second year, p. ger 
the monthly averages of the exchange 275) and in ‘Wirtschaft und Statistik” | 
, - wa 
of the mark in New York published (1922, pp. 616, 814; 1923, p. 117). sin 
mo 
; Engineeri: g, Shipbuilding, and Machinery Companies of 
35 | Gérlitzer Waggonfabrik............ 3 55 6.07] 219 | 22,000f 6.57] 12,100] 2.241 36.9 Ka 
36 | Eckert, Maschinenfabrik...........] 6 6 6 130.50] 69,000] 7.83] 4,140] 0.436 7:3 
37 | Gothaer Waggon-Fabrik........... 2 85 5.49 | 160 15,000} 3.20] 12,750] 2.361 43-0 43 
38 | Gritzner Maschinenfabrik... ..... . oy 9 4-82 | 263.50 | 40,000} 11.86] 3,600] 0.667 13.8 col 
39 | Fléther, Maschinenbau............ 4 32 4-75 1253 49,600} 10.12] 15,872] 2.939 61.8 
40 | Gaggenauer Eisenwerke............ 4 24 4-54) 62 28,000 2.48 6,720 | 1.244 27.4 reé 
41 | Flensburger Schiffsbau............. 3-3 6.6 3-65 | 109.75 | 30,000] 3.62] 1,980] 0.367 10.1 ab 
net ke oka uelan eeu 1.8 | 20 3-64 | 227.50] 23,500} 4.10] 4,700] 0.870 23.9 
43 | Genschow.... jive i vase sienna a ee 3-36 | 206.10] 23,000} 4.64] 2,300] 0.426 12.7 col 
44 | Enzinger Werke............. ce Of 7 2.89 | 281.25 | 60,000} 7.03} 4,200] 0.778 26.9 20 
45 | Excelsior-Fahrrad-Werke........... 1.65] 14 2.34 | 267 15,000} 4.41 2,100 | 0.389 16.6 h 
46 | Grevenbroich, Maschinenfabrik... .. 2 6 2.27] 166.40] 51,100} 3.33] 3,066] 0.568 25.0 th 
47 | Freund, Berliner Maschinenfabrik . . 1.8 | 16.2 1.98} 219.50] 17,100] 3.95] 2,770] 0.513 25.9 va 
48 | Gutmann, Maschinenfabrik... .... I 9 1.88 | 116 22,000 1.16 1,980 | 0.367 19.5 
49 | Emaillier- und Stanzwerke Ullrich .. 1.7 5.5 1.81} 82 26,000 = 1.39 1,430 | 0.265 14.6 
go | Eisenwerk Meyer & Co............ I 11 1.41} 83.90| 70,000} 0.84 7,700 | 1.426 100.8 pa 
g1 | Gildemeister & Co............... 1 2.5 1.36 | 145 29,000} 1.45 725 | 0.134 9-9 
i §2 | Gladenbeck & Sohn............. y 1 9-5 1.16} 79.50] 14.000} 0.80 1,330 | 0.246 21.2 
53 | Eisengieszereiu.SchloszfabrikVelbert.1 1 2.6 1.09] 53.25 | 40,0001 0.53 1,040 | 0.193 17.6 
Electrical Companies x 
54 | Allgemeine Elektrizitats-Ges...... 155 goo 204.67 | 240.50 | 18,000 ] 372.78 | 162,000 | 30 14.7 
55 | Felten & Guilleaume.............. 55 200 66.37 | 141.60 | 26,250] 77.88] 52,500] 9.722 14.6 
a 56 | Ges. fir elektrische Unternehmungen } 60 300 62.59] 156.50 | 16,000] 93.90] 48,000] 8.889 14.2 = 
$7 | Elektrische Licht- und Kraftanlagen. | 30 220 32.91 | 128 21,000} 38.40] 46,200] 8.556 26.0 th 
58 | Elektrizitats-Lieferungs-Ges........ 30 100 30.27 | 194.25 | 13,000] 58.28] 13,000] 2.407 8.0 
ier MRLs xcs iva digbies ne as's's car 4:5 | go §.23 | 106.25] 15,000] 47.81] 13,500] 2.5 47.8 eq 
60 | Elektrizitaéts-Werke Liegnitz...... 2.3 | 11 2.50] 114 9,400 2.62 1,034 | 0.191 7.6 ru 
ii Textile Companies 
i Oe SRE Weis oi dis yo kevccinziiis. 4:75| 44 6.22 | 196 16,500] 9.31| 7,260] 1.344 21.6 
ay Ge ea 56:00 00's ssn dvs warns 3 40 4-75 | 232.75 | 29,000] 6.98] 11,600] 2.148 45.2 es 
4 63 | Erlanger Baumwollspinnerei........] 2-6 | 45 4-26 | 227 22,000f §.90] 9,900] 1.833 43-1 
64 | Erdmannsdorfer Spinnerei......... 3-75] 11 3-93] 74.60] 35,000] 2.80] 3,850] 0.713 18.1 al 
OE eT eins en dnicae Get aanines 3 10 3-19 | 160.75] 21,000} 4.82] 2,100] 0.389 12,2 al 
66 | Gladbacher Woll-Industrie......... 2.55 | 20.4 3-07 | 136.50] 22,000} 3.48 4,488 | 0.831 27.1 cc 
67 | Falkensteiner Gardinenweberci..... 4:3 | 14 2.54] 123 19,500} 2.83 2,730 | 0.506 19.9 
68 | Gladbacher Textilwerke........... 1.7 9.2 1.88} 94.50] 38,000} 1.61 3.496 | 0.647 34-4 al 
69 | Fein-Jute-Garn-Spinnerei.......... 1.2 | 14.4 1.47 | 201 36,000} 2.41 5,184] 0.96 65. : 
70 | Eilenburg, Kattun-Manufaktur..... 0,9 1.2 0.93 | 76.25 | 20,000] 0.69 240 | 0.149 16.1 S| 
Chemical Companies b: 
ty 71 | Baclische Anilin- und Sodafabrik....] 54 880 105.48 ] 582 35,000 | 314.28 | 308,000 | 57.037 54.1 a 
? 72 | Elberfelder Farben-Fabriken.......] 54 880 105.48 | $90 29,900 | 318.60 | 263,120 | 48.726 46.2 : 
x 73 | Héchster Farbwerke...............] §0 880 104.64 | 457 27,500 | 228.50 | 242,000 | 44.815 42.8 P 
Be SMAI has snp. 6 6 pinees 6000 < 15 140 19.43] 200 | 26,250] 30.00] 36,750] 6.806 35.0 st 
75 | Egestorffs Salzwerke...............] 6 27 6.561 165.50 | 40,000] 9.93| 10,800] 2 30.5 ps 
Glass Companies 
46 | Gerresheimer Glashiittenwerke..... | 9 14 9.32 | 224 heer 20.16 | 8,680 | 1.607 17.2 
77 | Glas- und Spiegelmanufaktur Schalke | 3,6 3-6 3-6 4195.75 l1go, 7.051 6,840! 1.267 35.2 a 
Sugar Companies 
78 | Glauziger Zuckerfabrik............] 4.5 | 27 5-46] 148.10] 51,250] 6.66] 13,838] 2.563 46.9 
79 | Froebeln, Zuckerfabrik............ 3 18 3-59 | 164 §8,000f 4.92] 10,440] 1.933 53.8 
80 | Fraustadter Zuckerfabrik.......... 1.8 18 2.46} 212 44,5001 3.82 8,010 | 1.483 60.4 
Miscellaneous Companies 
81 | Feldmithle Papier................. 8 80 10.78 ] 1§2.50| 21,500] 12.20| 17,200] 3.185 29.5 
82 | Eisenbahn-Verkehrsmittel..... 5 52 7.09} 194 23,250] 9.70] 12,090] 2.239 31.6 
83 | Faber, Bleistiftfabrik......... 36 | 21 4.02 | 270.40 | 36,000f 9.73] 7,560] 1.4 34-9 
84 | Giesel, Portland-Cement-Fabrik 1.8 1.8 1.8 1151.75 | 26,000} = 2.73 468 | 0.087 48 
85 | Gundlach (Papier)................ 1.3 7 1.501 99.501 37,500] 1.291 2,625 1 0.486 32.5 
4 
i 
¥ 
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stock at the time of issue) is at present 
generally much lower than before the 
war. It is higher only in the case of a 
single company (Eisenwerk Meyer), 
more than half as high only in the case 
of one other company (Friedrichhall 
Kali), lower than 1/10 in the case of 
43 companies, that is, of half of the 
companies included in the table. The 
real value on the basis of quotations is 
above par only in the case of a single 
company (Eisenwerk Meyer), below 
20 in the case of 46, and under 10 in 
the case of 23 companies. The real 
value of the shares of all the 85 com- 





544.02 
panies was = 14.9 %o on 
3,649.64 
5,824.76 
February 28, 1923, against 
3,176.20 


— 183.4% on June 27, 1914. If then 
the quotation of June 27, 1914, is put 
equal to 100, the index figure for Feb- 
ruary 28, 1923, was 8.1. 

The real value of the shares of real 
estate development companies, railroad 
and street-railway companies, banks, 
and breweries is especially low; it is 
comparatively high in the case of sugar 
and chemical companies. Generally 
speaking, the real value (quotation 
basis) of stock having what is called 
“gold value”—that is, shares of com- 
panies that have increased their capital 
stock very little if at all in recent years 
—is rather low. 

It may be worth while to add a word 
about the real significance of recent 


German dividends. They are often 
characterized in the American press as 
“enormous.” This was especially true 
of the dividends of the large chemical 
works for the year 1922. They amount 
to 300%. Thus for each share of the 
Elberfeld Dyes, 3,000 marks are to be 
paid as dividend. But those, of course, 
are paper marks. Even if the 3,000 
marks had been paid as early as Feb- 
ruary, 1923, they would have equaled 
but o.55 gold marks. As we have seen, 
the average par value of all the 880,- 
000 shares heretofore issued by the El- 
berfeld Dye works was, at the time of 
issue, 120 marks in gold. A dividend 
of 0.55 gold marks would then have 
meant a dividend of only about %%. 
The result would not have been much 
more favorable for an investor who had 
bought a share on February 28, 1923. 
He would have paid for it 299,000 
marks and would have received as 
a dividend 3,000 marks or 1%. But, 
in fact, the dividend is even much small- 
er, as it was not declared before June. 
Let us assume it may be paid to the 
shareholders at a time when 30,000 pa- 
per marks = 1 gold mark ($1 = 126,- 
000 marks); 3,000 marks will then 
amount to only 0.10 gold marks, and 
the dividend will then be equal to only 
1/12%, if measured by the average par 
value of all the shares. 

It, therefore, seems necessary to cor- 
rect not only the quotations but also the 
dividends to get an adequate judgment 
of the present value of German shares 
as compared with pre-war times. 















HERE is no better test of the 

! attitude of the German Goy- 

ernment towards the payment 
of reparation than a study of the man- 
ner in which it has received and paid out 
foreign currencies. During the year 
1922, German export trade associations 
placed at the disposal of their Govern- 
ment, ostensibly for reparation pay- 
ments, a sum equaling 26% of the gold 
value of Germany’s exports. This was 
done in accordance with the stipulations 
of the London schedule of payments. 
The Government paid over only one- 
fourth of this sum for reparations and 
used the remainder for the import of 
foodstuffs and current Government ad- 
ministration. In addition, the. Reichs- 
bank and the Ministry of Finance pur- 
chased large quantities of foreign bills 
in the open market, which were used for 
stabilizing the mark or were resold to 
private individuals. 

The adequacy of German reparation 
payments during the calendar year 1922 
has become a matter of the greatest in- 
ternational importance, since the occu- 
pation of the Ruhr and consequent 
derangement of European business has 
been the direct outcome of the default 
in reparation deliveries during that pe- 
riod. American business is now in- 
creasingly concerned in the settlement 
of the reparation controversy. A com- 
parison of the decline in the exchange 
quotation of the pound, franc, lire, and 
mark with the recent fall in price of 
staple American commodities would 
seem to show the effect that this eco- 


GOVERNMENT CONTROL OF FOREIGN BILLS 
IN GERMANY 


By DOUGLAS MILLER 


nomic disturbance is having upon do. 
mestic prices. 

During the first six months of the 
current year American exports of cop. 
per to Germany were only 1/3 of the 
shipments during the corresponding pe- 
riod in 1922. Our exports of lead to 
Germany were only 1/5 of the 1922 
figures. There has been a decline in 
sales of cotton, corn, wheat flour, and 
other important commodities. Alto- 
gether Germany took 14% less Ameri- 
can goods than in the first six months 
of 1922, while our exports to all Europe 
showed an average decline of 4% dur- 
ing the same period. In view of these 
facts the reparation problem has more 
than an academic interest for the Amer- 
ican business public. 

The discussion of the German 
reparation question has been usually 
characterized by the expression of un- 
supported opinion, since it has been 
exceedingly difficult to marshal the nec- 
essary facts. The present article at- 
tempts to review only a small portion of 
the subject—that is, foreign currency 
and commercial paper only—as received 
and paid out by the Reichsbank and 
Ministry of Finance. Adequate ma- 
terial is now at hand for similar investi- 
gations covering reparations paid in 
paper marks, reparation deliveries in 
kind, and the restitution of specific 
goods as ordered by the Treaty of Ver- 
sailles. 


I 


Reparation payments in foreign bills 
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are only one part of the story, and it is 
merely because the entire subject. is so 
complex that they are now treated sep- 
arately. Another fact which must be 
constantly remembered is that Germany 
is living on her capital; imports exceed 
exports, foreign credits are being de- 
pleted, and such reparation payments as 
are being made do not represent savings 
from current income. 

When the Allied premiers, on May 5, 
1921, adopted the Lofhdon schedule of 
payments, it was decided to fix Ger- 
many’s total reparation obligation at 
132 billion gold marks. Three bi'lion 
gold marks, approximately, were to be 
paid annually. Of this amount, two bil- 
lion was the fixed annuity, the other 
third being equal to 26% of the gold 
value of Germany’s exports, to be paid 
in quarterly instalments each year. This 
26% export levy was expected to pro- 
duce about one billion gold marks 
annually, since the value of German 
exports has been running very close to 
four billion gold marks per year, or 
about one-half of the figure before the 
war. It must be remembered that this 
levy was a charge upon the German 
Government and not upon individual 
shippers, since it was considered doubt- 
ful whether German exports could pay 
a 26% tax in gold and still be sold at 
competitive prices in foreign markets. 
Great Britain alone of the Allies de- 
cided to impose a 26% import tax on 
German goods, which tax is in fact paid 
by her own nationals. The proceeds of 
the tax have been devoted to the Brit- 
ish share of reparation receipts. 

Soon after the London schedule of 
payments was announced, the German 
Government issued a statement reading 
in part as follows: “It remains neces- 


sary that German foreign trade should 


put its foreign exchanges at the disposal 
of the 


State for payments to the 





CONTROL OF FOREIGN BILLS IN GERMANY 29 











Entente. Unless this is done our export 
trade is threatened with confiscation of 
26% of the value of all its foreign busi- 
ness and the mark is liable to further 
depreciation. The Government has 
been faced with this question: Should 
foreign exchanges be obtained through 
legal pressure or by the aid of associa- © 
tions which our export trade has volun- 
tarily created?” In the face of this 
strong hint, the Aussenhandelsstellen, 
or foreign trade offices, decided to 
place varying proportions of all for- 
eign exchange received for German 
exports at the disposal of the Reich. 
These foreign trade offices roughly cor- 
respond to American trade associations 
but have in fact a partly official charac- 
ter, and are presumed to deal only with 
foreign trade. 

The amount of foreign currency thus 
voluntarily placed by each export indus- 
try at the disposal of the Government 
fluctuated in proportion to the degree to 
which domestic labor and raw materials 
were utilized. Percentages were re- 
vised from time to time, but stood at 
approximately the following figures on 
April 15, 1922. 

PERCENTAGE OF ForREIGN BILLS ASSIGNED 

TO REICHSBANK FROM GERMAN EXporTS 


Per Cent 
NE Riis swe desc ns ake Wed uate’ 10 
ia, oa a atedtins 6s lees 20 
I i a a ee ed 20 
Iron and Steel Products........... 25 
hii. ih 6 shale eso Maes oe-age aA 25 
REE, Duhon sek cvadsenesew ses 25 
DED Sdndh duce sige de 00 ¥ewe wkd 30 
| ge / Pare ieee Grae 33% 
ED iin cae in Gaiden ne ae Se 40 
NS ey Se eee 40 
 & “GM Per Pere re 50 
. - ao rae 50 
Railway Coaches, Trucks, etc....... 50 
WN tbl be ca leas acne gba oon 50 
Electro Technical Apparatus........ 60 
Musical Instruments .............. 60 
Carved and Modeled Buttons....... 60 


SOY NEED frecce ss wemsadeles 70 
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Delicate Machinery and Optical In- 


"yl eg Saree 100 
ES ee 100 
Ordinary Pottery .............++.: 100 
ED ies a wy aca whee eee 100 


Manufacturers of delicate machinery, 
such as scientific instruments and op- 
tical goods, natural stones, pottery, and 
other wares whose value in large part 
consists of labor and domestic raw 
materials, are supposed to turn over the 
entire proceeds of their foreign sales, 
being repaid by the Reichsbank in paper 
marks at a fixed rate. In the chemical, 
metal and engineering trades, percent- 
ages run from 25% to 75%. In the 
case of hides, which are largely bought 
in foreign countries, for example the 
United States, only 10% of the foreign 
currency received is required, since the 
exporter needs the bulk of his foreign 
exchange to repurchase raw hides. 
However, when hides are exported as 
leather, the exporter is supposed to de- 
posit 30% of his proceeds with the 
Government, leaving 70% to purchase 
new consignments of foreign hides. 
Evidently, the 20% difference between 
hides and leather is the margin fixed by 
the employment of German labor. Other 
industries are governed by a sliding 
scale, but in general are supposed to de- 
posit all the foreign bills over and above 
the amount of raw materials purchased 
abroad. This is true of textiles, chem- 
ical goods, glass and glassware, films, 
rubber, oils and fats, toys, cement, to- 
bacco and cigarettes, coal tar products, 
potash, and so forth. 

The above percentages refer only to 
exports to high currency countries,' 
since exports to such nations as Poland, 
Austria, Bulgaria, Hungary, the Baltic 


1QOn February 15, 1923, the German Govern- 
ment officially declared high currency countries for 
the purposes of these payments to be as follows: 
England, Denmark, Sweden, Norway, Holland, 
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States, and Russia in many cases are 
payable in paper currency whose value 
is so low that it is not suitable for rep- 
aration payments. 

Furthermore, in case the German 
exporter was paid in Polish marks, 
Austrian crowns, or other low value 
currency, the German Government could 
not agree to take over this almost 
worthless money and reimburse him in 
paper marks. For it must not be for- 
gotten that the exporter is duly reim: 
bursed in paper marks in every case. 
Too much credit should not be accorded 
exporters for the sums _ voluntarily 
turned over. Although these payments 
were not compulsory, yet the Reichs- 
bank has maintained a careful system 
of checking export licenses. Whenever 
it has been found that the exporter has 
neglected to turn over his allotted per 
cent, a default is charged against him 
and subsequent export licenses refused. 

It is obvious that foreign bills can be 
delivered to the Government only when 
German exports are invoiced in foreign 
currencies. Since merchants have nat- 
urally desired to obtain payments in 
stable currency in order to keep their 
profits from vanishing before their eyes, 
the German Government did not need 
to urge this provision. It was stated 
by the Reichsbank officials that the pro- 
portion of exports invoiced in foreign 
currencies averaged 25% in 1921. For 
the first six months of 1922, it ranged 
from 35% to 43%. In October the 
average rate was 69%, and in Novem- 
ber 74%. Thus, it appears that with- 
out great pressure from the Government 
the proportion of exports invoiced in 
foreign currency is satisfactorily in- 
creasing. 





Switzerland, France, Luxembourg, Belgium, Spain, 
Italy, Finland, Czechoslovakia, Turkey, United 
States, Canada, South and Central America, Japan, 
China, Persia, Egypt, and the colonies of these 
countries. 
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The monthly value of German ex- 
ports in paper mark and in gold is 
shown in the accompanying chart,’ 
“Foreign Bills Accruing to the Reichs- 
bank from Exports,” together with the 
monthly values of foreign bills deliv- 
ered by the exporters to the Reichsbank, 
and the percentage which these deliv- 
eries respectively form of the corre- 
sponding monthly exports. For the 
year 1922 total exports amounted to 
3,970 million gold marks, of which 
1,048 million were turned over to the 
Reichsbank, or 26.4%. Thus, it ap- 
pears that in the calendar year 1922, 
German trade associations voluntarily 
delivered a satisfactory proportion of 
their export bills to the Government. 

A further examination of the chart 
shows that the rapid rise in value of 
German imports in paper marks towards 
the end of 1922 caused the figures to 
become meaningless. In fact, since Oc- 
tober the German Government has 
ceased to publish foreign trade returns 
in paper marks. The gold value of Ger- 
man exports is shown to be fairly stable 
at a little over 300 million gold marks 
per month, while exporters turned over 
a minimum of 30 million gold marks to 
the Reichsbank in May, 1921, as com- 
pared with the maximum of 135 mil- 
lion a year later. The per cent turned 
over to the Reichsbank increases during 
1921 and remains equal or exceeds the 
required 26% until September, 1922. 
At that time the tremendous decline in 
the value of the paper mark seems to 
affect the returns, and the 26% figure 
has not been reached since that date. 

In spite of this good showing, Allied 
critics have not failed to point out short- 
comings in the system and_ have 
referred to the fact that Reichsbank 
officials have not been over-diligent in 


2Compiled from monthly statements of the 


* Reichsbank. 
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collecting these bills. It was even stated 

in the Berliner Tageblatt of October 28, 
1922, that a form letter from Govern. 
ment sources was circulated among 
German exporters advising against 
speedy delivery of foreign exchange to 
the Reichsbank, and putting a premium 
upon tardiness. Firms were specifically 
advised to wait for official notification 
from the Reichsbank demanding for. 
eign bills already overdue. Reichsbank 
officials have denied any knowledge of 
this circular, but it appears that some 
responsible person in the Government 
was behind this attempt to slow up the 
machinery. 

French authorities in the occupied 
territory have also complained regard- 
ing alleged slackness of the German 
trade associations in that section. The 
French state that in the month of July 
the German licensing office at Bad-Ems 
issued export licenses to the value of 47 
million gold marks, and that if the fixed 
percentages which were supposed to be 
in force in various export industries had 
been actually applied, 27 million gold 
marks would have been realized by the 
Government from this office alone, or 
59%. The same French authorities 
calculate that Rhineland exports repre- 
sent from 1/9 to 1/6 of the total, and 
that accordingly the levy should have 
realized from 160 to 240 million gold 
marks for entire Germany, instead of a 
little over 90 million actually delivered. 
However, it would seem to be un- 
reasonable to expect German exporters 
to turn over 59% of their foreign cur- 
rencies to the Government in view of the 
fact that they must continually purchase 
raw materials in foreign markets. 
Rather, this analysis would seem to 
prove that the percentages assigned to 
the various trade associations have been 
purposely set too high in order that even 
though they were indifferently observed 
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the receipts would amount to the re- 
quired 26%. 
In addition to these export bills, the 


| German Government obtains foreign 


currency by export and import taxes. 
The amounts received have never been 
very large and are showing a tendency 
to decline. In fact, export taxes on 
chemicals, glassware, and some other 
products have been recently repealed 
under strong pressure from German 
industrialists, who point out that Ger- 
man prices now equal or exceed world 
prices in these lines. The Reichsbank 
and the Ministry of Finance also buy 
large quantities of foreign bills on the 
open market, paying for them in freshly 
printed paper marks and treasury bills. 
It is extremely difficult to obtain com- 
plete figures of the total sums handled 
by the Government, but the accompany- 
ing chart, “Control of Foreign Bills by 
the German Government in 1922,” at- 





tempts to present a graphic picture of 
German Government receipts and ex- 
penditures of foreign currency during 
that year. The chart is cumulative, 
i. e., increases for each month are added 
to those of the preceding month and the 
final figure for December represents the 
entire year. It will be noticed that ex- 
port bills accruing to the Reichsbank 
amount to 1,048 million gold marks, or 
4214 % of the total bills handled, which 
were 2,465 million. 


II 


The manner in which this foreign cur- 
rency was expended is shown by the 
shading of the chart. Reparation pay- 


8 Compiled from monthly reports of the Reichs- 
bank and the Devisenbeschaffungstelle. This 
chart, as well as the one mentioned in footnote (2), 
was prepared by Rudolph von Huhn, graphic ex- 
pert of the Bureau of Foreign and Domestic Com- 
merce. 
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ments amounted to 285 million gold 
marks or 11%4% of the total foreign 
bills handled. The amount paid for 
reparations was one-fourth of the sum 
turned over by the Aussenhandelstellen 
ostensibly for that purpose, and was 
only 7% of the gold value of German 
exports during the year instead of 26% 
demanded by the Allies. Payments for 
reparation decreased throughout the 
year from 60 million marks in January 
to 37 million marks in April, 12 million 
marks in August, 7 million marks in 
October, and 1 million in December. In 
addition, a reserve of 20 million gold 
marks per month was accumulated dur- 
ing October, November, and December, 
to be applied against the six months’ 
bills due to Belgium, which have since 
been fully paid in 1923. The addition 
of this 60 million gold marks to the 285 
million actually paid during the calendar 
year does not increase the percentage of 
the total devoted to reparation pay- 
ments by any substantial figure. 

Foreign bills were also used for Gov- 
ernment administration in steadily in- 
creasing quantities. Part of this money 
went for diplomatic and consular repre- 
sentatives abroad, who are necessarily 
paid in foreign currencies; part was de- 
voted to German railway and postal 
services. The total foreign bills spent 
for Government administration in 1922 
were 188 million gold marks, or 7% % 
of all foreign bills handled by the Gov- 
ernment. 

Twenty-six per cent of the total bills 
were spent for the importation of neces- 
sary foodstuffs and raw _ materials, 
chiefly for the import of grain. The 
exact amount spent for these imports 
was 637 million gold marks. It is inter- 


esting to observe that the export bills 
turned over by German business men 
were used to cover reparation payments, 
Government 


administration, and im- 
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ports of foodstuffs, and were in fac 
almost equal to the sums spent under 
these three categories. 

These figures furnish insufficient eyi. 
dence by which to measure the sincerity 
of the German Government in carrying 
out the reparations program. It may be 
urged in its defense that increasing im. 
ports of foodstuffs were necessary after 
the middle of the year on account of 
relatively poor harvests, and that the 
Government could undoubtedly finance 
such imports more economically than 
private traders. Furthermore, the tre- 
mendous depreciation of the mark, 
which continued through the last half 
of the year, made it necessary for the 
Government to provide a larger share 
of the foreign supplies necessary to 
support the population. Less excusable 
are the sums spent on Government ad- 
ministration. The diplomatic and con- 
sular services received from one to two 
million gold marks per month. It would 
seem questionable for the German Gov- 
ernment to expend in this fashion 
money which had been pledged for rep- 
arations. The German consular service 
is largely supported by receipts from 
passport and visa fees. The amount 
accumulated by charging $10 for every 
American entering Germany has been 
considerable. While the German visa 
fees are not so high in the case of other 
foreigners, they are still large enough to 
bring in a substantial income. In this 
connection, it is well to remember that 
the American consular service has been 
more than self-supporting since the in- 
auguration of the $10 visa charge. 

The fact remains that Germany was 
pledged under the London schedule of 
payments to turn over three billion gold 
marks during the year 1922. On the 
appeal of inability to pay, the Repara- 
tion Commission granted a conditional 
partial moratorium on May 31. Under 
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the partial moratorium Germany was 
obliged to turn over 720 million gold 
marks in cash, and 1,450 million in kind. 
Of this amount, 282 million was paid in 
ten-day instalments during the first few 
months of the year, 18 million was paid 
in April, 50 million in May, 50 million 
in June, and in July, 32 million of the 
<o million due for that month, making 
a total of 432 million in cash for the 
first seven months. On July 12, Ger- 
many professed inability to make fur- 
ther cash payments and asked for a 
2'4-year moratorium. On August 31, a 


six months’ moratorium was granted 
with the provision that Germany should 
turn over to Belgium 270 million gold 


marks in six months’ treasury bills. The 
only further cash reparation payments 
made during the year were for the ex- 
penses of the various allied commissions 
in Germany. Thus, while Germany 
professed her inability to pay more than 
432 million gold marks in cash during 
1922, the German Government handled 
2,465 million gold marks. The com- 
pletion of the year’s quota would have 
entailed additional expenditure of only 
288 million gold marks, or 12% of the 
foreign bills held by the German Gov- 
ernment at one time or another during 
the year. 

The disposition of the remainder of 
the foreign bills is dificult to trace. At 
the time of the death of Rathenau the 
German mark slumped decidedly, and 
about 200 million gold marks in foreign 
bills were then used in supporting it. 
Probably during the year about twice 
that amount was used, or about 400 mil- 
lion gold marks. The rest of the Gov- 
ernment foreign bills were sold over the 
counter to private individuals who paid 
for them in paper marks. It must be 
remembered that there are many Ger- 
man importers who are not exporters 
and who must have foreign currencies 
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to purchase foreign goods. During the 

calendar year 1922, the gold value of 
German imports was 6,200 million gold 
marks, and it does not seem unreason- 
able to believe that payment for 957 
million of these imports was made by 
foreign bills purchased from the Gov- 
ernment. This leaves for the last two 
items 1,357 million gold marks, or 55% 
of the total bills handled. In view of 
the repeated statements that German 
industry has- been piling up huge re- 
serves in foreign countries in order to 
avoid reparation payments and heavy 
taxes at home, it may be well to further 
examine these figures. 

German imports in 1922 amounted to 
6,200 million gold marks. It has 
already been shown that the Govern- 
ment imported 637 million gold marks’ 
worth of foodstuffs, paying in foreign 
bills, and that about 957 million gold 
marks were paid for in foreign bills ob- 
tained by private individuals from the 
Reichsbank. This leaves 4,606 mil- 
lions’ worth of imports not accounted 
for, plus the net adverse balance of in- 
visible items, which is now a consider- 
able sum. To offset these debit items, 
German exporters still had 2,922 mil- 
lion gold marks after turning over the 
required 26% to the Government. Ger- 
many also exported a diminishing 
amount of paper marks, for the world’s 
appetite for this luxury is not yet quite 
satisfied. The whole question of the 
net balance of payments depends on the 
amount of paper money exported during 
the year and sold to speculators. It 
seems impossible to believe that this 
sum could have amounted to 1,684 mil- 
lion gold marks necessary to balance the 
remainder of the commodity imports, 
much less could it have also covered the 
adverse balance of invisible items. Ac- 
cordingly, it seems reasonable to believe 
that the balance of payments went 
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against Germany during 1922. and that 
German credits abroad are now con- 
siderably lower than they were a year 
or sO ago. 

Germany is also exhausting domestic 
capital. The German nation is now 
slowly using up its stocks of clothing, 
household utensils, furniture, and tools. 
Railways and highways are being worn 
out; people are living in houses which 
they could not now afford to build, rid- 
ing in railroad cars that are not being 
entirely replaced. Valuable articles such 
as jewelry, ornaments, rare books, and 
pictures are passing out of the country. 
To this extent Germany is exchanging 
commodities for increased holdings of 
paper money. Such reparation pay- 
ments as have been made represent a 
decrease of capital rather than savings 
from current income. This process can 
be carried on only for a limited time. 
With the exhaustion of Germany’s bal- 
ances abroad, and the eventual depre- 
ciation of the paper mark to a point 
where no more speculators can be found 
to purchase it, the only payments that 
can be made must of necessity be met 
by lowering the standard of living with- 
in the country. These facts must be 
taken into consideration before passing 
judgment upon the manner in which the 
German Government disposed of its 
available foreign bills. 


Ill 


The entire situation can be summed 
up as follows: German exporters ade- 





quately fulfilled the Allied stipulation 
to deliver 26% of the value of German 
exports to the Reichsbank. The Ger. 
man Government turned over to the Al. 
lies only one-fourth of the sum thus 
collected, or 7% of the value of German 
exports. Germany professed its inabil. 
ity to pay 288 million gold marks for 
reparations during the last half of 1922, 
although the Government handled dur. 
ing the year 2,465 million gold marks 
in foreign bills. The greater part of 
these foreign bills went toward the im- 
portation of foreign goods, stabilizing 
the mark, and current Government ex- 
penditures. It is unlikely that any in- 
crease was made in Germany’s balance 
in foreign countries. The apparent 
slackness of the German Government 
in meeting its obligations of 720 million 
gold marks during the year 1922 is 
no sign that any German Government, 
however hard-working and _ sincere, 
could have met the enormous reparation 
payments of three billion gold marks 
per year plus an unlimited amount for 
Allied armies of occupation, as laid 
down in the London schedule of pay- 
ments. 

Finally the default in reparation 
payments during 1922 was the occasion 
for the occupation of the Ruhr on Jan- 
uary II, 1923, with its consequent 
disturbance of international _ trade. 


Parallel with this economic struggle 
shipments of American goods to Eu 
rope have declined and prices of Amer 
can staple export commodities have 
shown a sagging tendency. 
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Te retailer, as the last step in 
the distribution of goods to con- 
sumers, must carry a large part 
of the burden of public criticism for ris- 
ing prices of commodities. In fact, the 
buying public generally feels that such 
price changes are caused mainly if not 
entirely by the retailer, since it is he 
who receives the payment for the final 
purchase. This feeling was expressed 
freely during the years 1918-1920, and 
is heard again today. It is fitting, there- 
fore, to attempt an analysis, first, of the 
part the retailer plays in the price move- 
ments, and second, the steps the retailer 
can take to reduce the costs of his share 
of the distribution process and decrease 
the losses he suffers during active price 
changes. 















Retailers’ Relation to General Business 
Conditions 






Retailers as a group are in no posi- 
tion to prevent cyclical price changes. 
The most they can do is to assist in de- 
creasing the severity of these changes. 
This they can do through a better 
understanding of their merchandise 
problems. They distribute goods al- 
ready manufactured and exist as an 
agency for convenient service both to 
manufacturers and to consumers. An 
important phase of service is to have 
merchandise available at the time it is 
needed. Here a problem arises, for 
it is impossible to determine exactly 
when it will be wanted. It is essential, 
therefore, that at all times stocks of 
merchandise be carried and because of 
















RETAIL MERCHANDISING IN RELATION TO 
GENERAL BUSINESS CONDITIONS 


By DONALD KIRK DAVID 


this, it is inevitable that, in periods of 
falling prices when lower-priced mer- 
chandise becomes available at whole- 
sale, retailers suffer a loss in the sale 
of commodities which they have stocked. 
Competition forces this loss. Unlike a 
manufacturer, a retailer cannot close his 
shop and refuse to buy or sell when 
prices change. He must operate in the 
most skilful manner at his command to 
minimize his losses and to keep solvent. 

For the purpose of comparison, and 
in order to clear up possible misconcep- 
tions, it will be worth while to review 
some of the results of the sudden and 
drastic fall in prices in 1920. 

We have heard much of the ‘Buyers’ 
Strike” of 1920-1921. There is little in- 
formation available to show that there 
was a buyers’ strike as to quantity pur- 
chased. The figures published by the 
various Federal Reserve Banks on re- 
tail sales and the statistics gathered by 
the Harvard Bureau of Business Re- 
search show that while sales in dollars 
decreased slightly during this period, the 
number of sales and the sales of units 
increased. The only buyers’ strike was 
in regard to price. The stores which 
displayed lower-priced merchandise and 
placed a smaller mark-up on their lines, 
depending upon a rapid rate of stock- 
turn to bring profits, showed an increase 
in sales in dollars as well as in units and 
in many cases made more profit than in 
normal periods. 

The last decrease in prices undoubt- 
edly caused greater losses for the manu- 
facturers of goods than for those en- 
gaged in retail distribution. A promi- 








nent manufacturer recently became ex- 
ercised over the fact that while his busi- 
ness was experiencing great financial 
difficulty, most retailers were increasing 
sales and few retail establishments be- 
came insolvent. He referred to pre- 
vious periods of business strain and 
recalled that in 1893 and even before, 
in 1873, the retailers to whom he sold 
suffered even more than the manufac- 
turers from decreased sales and lowered 
prices. 

There are probably two reasons why 
most retailers did not suffer greater 
losses in this last slump in general busi- 
ness conditions. First, the rapid rise in 
wages during the war and after the sign- 
ing of the Armistice brought into being 
a buying power which had never existed 
before. Laborers, skilled artisans, and 
wage earners were buying more and bet- 
ter goods. This new buying power 
helped to maintain demand and to in- 
crease the volume of retail sales. But 
during this same period salaried men, 
the investors, and professional men 
were curtailing their purchases because 
of the excessive costs. 
remember the public feeling of that time 
which was given forceful expression by 
prominent public officials, who boasted 
that they had not bought clothing or 
shoes for some years and would not buy 
until prices were reduced. Most public 
men were at this time calling for less 
extravagance and greater thrift. And 
then the crash came, affecting the price 
of one commodity after another, until, 
in the late summer and fall of 1920, 
prices at retail generally were much 
lower. In many cases wages were low- 
ered, but not in relation to the fall in 
prices, with the result that purchases by 
the wage earners and their families, 
while decreased, were not cut off. 

At this time the “intelligent” buyer, 
who had stayed out of the market either 


Most of us can. 
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because of a desire to save or because 
he could not afford to buy at the high 
prices, entered the market and not only 
bought his normal current needs but also 
replenished his wardrobe, worn down by 
a long period of non-buying. This “jp. 
telligent” buyer, therefore, bought at 
the crucial time and materially assisted 
in keeping up the volurme of retail sales, 

Another factor which may help to 
explain the difference was the increased 
diversification of industries which char. 
acterized most of the larger trading 
centers in 1920 as compared to that ex. 
isting at previous periods of business 
strain. This diversification tended to 
spread out the severity of the slump 
in sales volume, because the more di- 
versified the industries in a community, 
the less the retail stores depended on 
the conditions in a_ single industry. 
The various economic ‘services have 
shown quite clearly that commodities 
are affected at different periods of a de- 
pression, with the result that buying 
power, while decreased in one industry, 
may not be greatly changed in another. 

This reason is given some weight by 
an analysis of the figures of the Federal 
Reserve Banks on retail sales. The 
stores in cities where a single industry 
predominated suffered a _ tremendous 
loss in volume. This was particularly 
true of stores located in farming com- 
munities, where the buying power of the 
farmers was severely decreased. 

It would not be safe for retailers to 
assume that because sales were main- 
tained during the last depression they 
will do the same in the future when 
prices drop. It is probable that the 
retailer cannot depend upon the “ir- 
telligent” buyer again coming to his 
assistance. While it is true that the 
diversification of industries will tend to 
lessen the severity of the decrease in re- 
tail sales volume, this alone will not be 
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enough to protect the retailer from a 
loss during a falling market. His prob- 
lem, then, is to merchandise his wares 
‘n the best way and to operate his busi- 
ness s0 as to minimize these inevitable 


initial losses. 


Importance of Sound Merchandise 
Policy 


A major problem which faces every 
retailer during periods of changing 
prices is his merchandise policy." If a 
well-planned merchandise policy is fol- 
lowed, the retailer can be of the greatest 
assistance in ameliorating the severity 
of these changes, and from a more self- 
ish point of view can save the greatest 
amount of money for himself. 

An outline of a policy for staple, sea- 
sonal, merchandise commodities is at- 
tempted here. Because of the rapid 
changes which take place in styles, par- 
ticularly in periods of changing prices, 
it would be impossible to sketch a gen- 
eral policy applicable to style lines. 
During periods of falling prices and dull 
business, manufacturers of style lines 
bring out many new and extravagant 
features, hoping that some one style will 
strike the fancy of the buying public and 
give that manufacturer an advantage 
over his competitors. With rising prices 
and better business, styles are produced 
to offer new channels of distribution for 
articles which are having difficulty in re- 
covering a fair sales volume. In buying 
style merchandise at any time it is safe 
to buy sparingly until a style is assured, 
_ ' The expenses of store operation also form an 
important problem for retailers in periods of 
changing prices. For a full discussion of this 
subject see Melvin T. Copeland’s article, “The 
Readjustment of Operating Expenses,” in the Octo- 
ber, 1921, number of the Review of Economic Sta- 
‘istics, published by the Harvard Committee on 
Economic Research; and an article by Cecil E. 


Fraser, “The ReaJljustment of Retail and Whole- 
sale Operating Expenses,” in the January, 1923, 
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then to secure quick delivery and sell 
before the fad loses its selling force. 

The buying policy followed by most 
stores during the past few years of 
changing prices has been unsound. As 
soon as prices start to advance, the pros- 
pect of large profits induces the retailer 
to place heavy orders for his next sea- 
son’s supply of merchandise. Business 
activity increases and a “‘sellers’ mar- 
ket”” develops, until a time is reached 
when the manufacturing plants are run- 
ning at full capacity and there is seem- 
ingly not enough merchandise available 
to fill outstanding orders. At this time 
the transportation facilities of the coun- 
try begin to weaken under the strain, 
and the retailer, faced with the absolute 
necessity of having stocks on hand and 
with a feeling that more merchandise 
means more profits, starts doubling his 
orders so that he may be sure of his 
stocks of merchandise. His normal buy- 
ing program probably calls for 35% of 
next season’s demands to be placed with 
the initial order. Forced by the fear of 
non-delivery he has probably placed 
75%, even 100%, of his order. Dur- 
ing the season when deliveries fail him, 
he doubles and redoubles, creating 
a false demand. He realizes that if all 
his orders were delivered, he would be 
forced to cancel. Under such a condi- 
tion, unfilled orders do not form a sound 
basis to measure business because the 
orders are fictitious. 

A break in commodity prices comes. 
One commodity after another drops in 
price. The manufacturers find them- 





number of the HARVARD BuSINEss REVIEW, continu- 
ing the study by Dr. Copeland. These studies 
show that expenses of store operation closely follow 
the fluctuations in receipts from increased sales in 
a rising market and that operating costs keep up 
after prices and sales drop in a falling market. 
Dr. Copeland’s article stresses the necessity of a 
rapid rate of stock-turn in years of unusually active 
business, in order to economize in expenses and 
to be prepared for the period of depression. 
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selves faced with retailers’ cancelations, 
because the retailers need lower-priced 
merchandise and desire smaller stocks. 
The retailer has large stocks on hand 
and large outstanding orders and is 
afraid to take his losses quickly because 
of the large amount of money involved. 
The financial condition of many retail 
stores in 1920 could not possibly have 
stood the strain of sudden liquidation. 
At best, few stores with large stocks 
were able to liquidate quickly or to effect 
a rapid rate of stock-turn in a falling 
market. 

The result of such a merchandising 
policy is slow liquidation, with little 
ready capital to invest in merchandise 
during and after the decline in prices. 
When prices do fall, the retailer is in 
no position, either mentally or finan- 
cially, to buy even his normal supply, 
but buys from hand to mouth, taking no 
chances on getting caught again, with 
the result that he buys little just at the 
time when the manufacturing industries 
need orders to start operations. 


A Suggested Merchandise Plan 


Now let us take the other side of the 
case and set up a merchandise policy for 
a hypothetical store. 

This retailer, just as the others, has 
a normal buying policy of 35% of next 
season’s demand in staple lines. He, 
too, is faced with the necessity of con- 
tinued operation and with a desire for 
profits. But he refuses to pyramid or- 
ders as prices advance and determines 
that as a retailer he has no right to 
speculate on possible large profits for 
the future. Many times he probably 
cannot secure deliveries, especially when 
transportation facilities break, but he 
depends upon obtaining “‘fill-in’’ orders 
from wholesalers, jobbers, and some 
manufacturers. He-even pays a higher 





price for some articles than his com. 
petitors pay, because he refuses to buy 
in large quantities. He is actually buy. 
ing from hand to mouth when prices are 
highest. 

When the break comes in commodity 
prices, this retailer has small stocks on 
hand. He has built up a financial re. 
serve during rising prices, which has 
been kept in a liquid condition instead 
of being invested in inventory or capital 
expenditures. As a result he takes his 
losses quickly; in fact, he sets his retail 
price to follow the wholesale price de. 
cline. He then enters the market with 
cash or its equivalent, at a time when 
manufacturers need money, and buys 
from hand to mouth during the period 
of rapidly decreasing prices.” 

He secures a rapid rate of stock-turn 
in the falling market and makes a small 
profit on each sale. 

The results of such a merchandising 
policy are that he has liquidated quickly, 
more than made up his losses by a small 
profit on a quick stock-turn, and finds 
himself, when wholesale prices have 
reached the bottom level, in a financial 
position to resume his normal buying 
habits. When he believes that the 
bottom has been reached, he increases 
his percentage of next season’s demands 
from 35% to possibly 60% to 75% in 
staple lines. He takes the appreciation 
in merchandise on the upward grade and 
places his orders when most needed to 
bring confidence. The higher the prices 
go the less his percentage of orders out: 
standing, until near the top, or when 
transportation facilities break, he ‘s 
again buying from hand to mouth. 

To complete this cycle he must have 
built up a liquid financial reserve during 
the period of rising prices by placing 





2 Cf. Rollins, Department Store Case, pages 95% 
971; David, Retail Store Management Problems, 
A. W. Shaw Co. 
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mark-ups on replacement values rather 
than on costs. The propaganda and 
court actions brought during the recent 
rise in prices, to force retailers to place 
mark-ups on cost, did great harm to 
business as a whole, and caused unneces- 
sary losses not only to retailers but to 
the public as well. A retailer is forced 
by competition to price his merchandise 
on a replacement basis in a falling mar- 
ket and must prepare for this by using 
the same basis in a rising market. 
Those who advocated the “mark-up on 
cost” theory were preaching an unsound 
business doctrine. 

It has been assumed here that it is 
good business for a retailer to be in a 
position to take his losses early, to liqui- 
date quickly, and to take advantage of 
a rapid rate of stock-turn in a falling 
market. The theory is questioned by 
many retailers, who believe that a more 
gradual lowering of prices leads to less 
loss and more stable conditions. They 
also argue that if all retailers took losses 
at once there would be an impossible 
situation to face. 

In this connection it is interesting to 
note that in the studies made by the 
Harvard Bureau of Business Research 
for various retail trades, those types of 
stores which were reputed to have taken 
losses early and liquidated quickly, such 
as department stores, showed an oper- 
ating profit for the year 1921, while 
the shoe and jewelry trades, which 
were reputed to have delayed liquida- 
tion as long as possible, showed oper- 
ating losses. 


Need for Better Statistical Guides 


In sketching the merchandise policy 
to be followed by the hypothetical store, 
it has been assumed that there were 
available sufficient data to determine for 
each commodity the time when the top 


in prices had been reached, or when the 
process of liquidation and of falling 
prices was complete. Unfortunately 
there are no guides available just at 
the present time which give this infor- 
mation in a form directly applicable to 
the retailer. 

Great strides have been made, as we 
all know, in forecasting general business 
conditions and valuable steps have been 
taken to determine the exact relation- 
ship between the prices of individual 
raw commodities and the general busi- 
ness curve.® 

Even if the information on raw ma- 
terials were more complete, it would 
not be in itself sufficient for the retailer’s 
use. There are many steps in the man- 
ufacturing of each article which the re- 
tailer sells, and more knowledge is re- 
quired of the length of the processes, 
the stocks required, and the conditions 
within tiie industry. The fact that the 
price of leather is lower may have little 
effect on the price of shoes if the wages 
within the shoe industry have gone 
higher, or if production has been curbed 
by strikes or shut-downs. 

What is needed by retailers is a study 
of conditions affecting price in each of 
the essential commodities, not only of 
raw materials, but throughout the steps 
of manufacturing. Such a study should 
produce a guide which would correiate 
the price the retailer must pay with in- 
dexes of general business conditions, and 
of individual commodity prices. Inves- 
tigation on such a subject could be made 
the most valuable research work for the 
retailer that could be undertaken. 


8 Weekly Letters, Harvard Economic Service: 
January 7, 1922 (Leather). 

May 13, 1922 (Cotton). 

July 22, 1922 (Wool). 

September 9, 1922 (Paper). 

November 18, 1922 (Iron and Steel). 
February 17, 1923 (Paper). 

March 17, 1923 (Leather). 
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A study as outlined above is not im- 
possible of performance, as has been 
shown by experiments made in this 
direction thus far. The R. H. Macy 
Company, of New York, has had in op- 
eration for the past two years a statis- 
tical department which has attempted to 
set up guides for buying. This depart- 
ment gathers and prepares a mass of 
statistical data and from it produces, 
for use by the executives, the underly- 
ing facts in regard to business conditions 
in each industry and the relation of con- 
ditions in one industry to those in an- 
other or to the indexes of general busi- 
ness conditions. Wages, stocks on hand, 
estimated production of raw materials, 
length of time of production, labor con- 
ditions, new technical advances within 
the industry, and many other results of 
investigations are recorded to give a 
basis for better executive judgment in 
buying merchandise. 

Other stores have given some thought 
to this same subject. The Wm. Filene’s 
Sons Company, of Boston, is about to 
begin such work to apply to its organi- 
zation. It is likely also that the Retail 
Research Association, comprising in its 
membership 18 of the most progressive 
stores in the country, will soon start the 
gathering of preliminary data and 
eventually organize a statistical depart- 
ment to serve its member stores with 
needed information which may be used 
in the formulation of merchandise pol- 
icies. 

This pioneering work is essential and 
worth while, but what is really needed 
is an unbiased agency which can gather 
facts and present these facts with skilled 
statistical treatment, so that the long- 
time tendencies of price, rather than the 
day-to-day fluctuations, can be fore- 
casted; or, at least, the conditions within 
a particular industry be made known to 
retailers throughout the country. 
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Summary 


By following an intelligent merchan. 
dise policy, retailers can perform a dis. 
tinct public service and at the same time 
minimize their losses in smoothing out 
price peaks and depressions. Such a 
policy would mean changing the buying 
habits and normal actions of most 
merchants. It is recommended that re. 
tailers buy from hand to mouth at the 
top of the price curve, when there is 
a pressure to overstock and to pyramid 
orders, and buy more heavily (not 
speculate) at lower prices when manu- 
facturers and business generally need 
the orders. Such a policy would re. 
lieve the strain upon bank and merchan- 
dise credits, and reduce cancelations. 

The solution of this problem really 
rests on the amount of stocks to be car- 
ried. A retailer with large stocks on 
hand when the price curve is at its 
height within a particular cycle cannot 
liquidate quickly, cannot take advantage 
of a rapid rate of stock-turn in a falling 
market, and stands little chance of re- 
ducing the initial losses which he must 
take. A retailer with small stocks can 
derive all these advantages and in addi- 
tion can increase his sales and his gen- 
eral prestige within his community. 

If a merchant is to follow this policy 
he must have some guide-post to help 
him determine when to start and when 
to stop buying. Today there is no such 
guide available which is adequate to 
serve the retailer’s full needs. 

The most important spécial research 
which could be undertaken for the re- 
tailer is the correlation of the statistics 
of finished commodity markets with the 
available statistical and economic re- 
ports on general business conditions and 
a further working out of the correlation 
between commodity price indexes and 
the price the retailer must pay. 
















N the seventies and eighties of the 
last century, conservative sailing- 
vessel owners were bewailing the 
ruinous decline in ocean (trip charter) 
rates, a decline which amounted to 
<©% in two decades. They pointed 
out that prices in general were rising, 
while the return for their services was 
steadily falling. The foresighted saw 
the explanation and abandoned sailing 
vessels, for coal had gone to sea, and 
steam and steel were replacing wood 
and sail. And when coal went to sea, 
Great Britain with its large coal re- 
serves assumed a lead in maritime af- 
fairs which has never been seriously 
threatened. She had cheap coal not 
only for motive power but for outward 
cargoes, a basis of profitable steamship 
operation in those years possessed by 
no other country. The significance of 
this peaceful revolution of shipping 
technique lay in the cheapening of ocean 
transportation costs, a stimulus to over- 
seas commerce, and the consolidation 
of Britain’s commercial power. 

A similar change has been taking 
place in the last decade, though its 
character has been obscured by the 
spectacular events of the war and the 
speculative mania following the Armis- 
tice. Ocean (trip charter) rates are 
today only 110% of the average for 
1911-13, whereas the general price level 
as measured by our indices of whole- 
sale prices is around 160. Of course 
the explanation of this unequal situa- 
tion is found to a considerable extent 
in the huge surplus of tonnage over the 
trade requirements of the time. On 


THE BUSINESS SIGNIFICANCE OF 
OIL-BURNING SHIPS 


By E. S. GREGG 





December 31, 1922, a survey of the De- 
partment of Commerce indicated that 
8,955,000 gross tons of steamers were 
idle in the ports of the world, or 16% 
of the world’s sea-going merchant fleet. 
It is perhaps true that part of the ex- 
planation also lies in the fact that oil 
has gone to sea. 

In 1914 only 364 steamers, totaling 
1,300,000 gross tons, were fitted for 
burning oil fuel; by 1920 the total was 
2,021 of 9,039,000 tons; and by 1922, 
3,110 of 15,005,000 tons, an eleven- 
fold increase in eight years. It is prob- 
able that the substitution of oil for coal 
would not have been so rapid but for 
the war; nevertheless, as the facts are, 
a far-reaching change has taken place 
in shipping the significance of which is 
not generally appreciated. 

Questions naturally arise: Why is 
oil rapidly replacing coal for marine 
purposes? What effect is this substi- 
tution likely to have on trade? Will 
this change act upon the balance of 
maritime power between the leading 
countries? What will the effect be on 
the United States? 


I 


Oil is used as a fuel in one of two 
ways; it is burned under boilers as a 
direct substitute for coal to make steam, 
or under high pressure it is sprayed into 
the cylinders of an internal combustion 
engine, the Diesel engine, and ignites 
spontaneously. The advantages of its 
use as a fuel are fairly obvious. The 
engine-room personnel is reduced by the 
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elimination of stokers; not only is this 
a saving in money for the ship-owner, 
but in the larger aspect a saving in 
human values—the passing of one of the 
severest physical tasks made necessary 
by the adoption of machinery. The 
engine-room force, working in a cleaner 
hold where the temperature is rarely at 
120 degrees, is more contented and 
gives better service. The ship is not 
delayed while bunkering; a hose can be 
placed aboard as soon as the vessel is 
fast to the dock, and bunkering can be 
carried on while unloading and loading 
are in progress. Less of the ship’s 
dead-weight carrying capacity is needed 
for bunkers, since two-thirds of a ton 
of oil will give the same number of 
thermal units as a ton of coal. The 
steaming radius of a ship can easily be 
increased without having the decks clut- 
tered up with extra bunkers. Since the 
oil is fed automatically, the speed of 
the vessel can be evenly maintained over 
long periods, an impossibility with coal 
unequally fed into the fire boxes. For 
passenger vessels there is the further 
consideration of the convenience of the 
passengers. Travelers in the Far East 
recall the approach to Colombo. If 
the weather permits, hours before ar- 
rival in port, the crew is busy putting 
up canvas around the decks as a pro- 
tection from coal dust. In spite of every 
precaution, the ubiquitous dust enters 
and covers everything. 

The essential fact from the business 
point of view is that oil is a cheaper 
and more satisfactory fuel for marine 
propulsion in most trades today. A 
careful cost comparison of the opera- 
tion of an average-sized cargo vessel 
burning coal, of one burning oil under 
boilers, and of a motorship was made 
by the writer in 1919. Costs of opera- 
tion have declined materially since that 
date, but the relationship between the 


three types is practically the same. [f{ 
anything, the advantage of the motor. 
ship is more pronounced, owing to the 
use of cheaper grades of oil and the 
advance in technique of manufacturing 
Diesel marine engines. 


OperRATING Cost oF CARRYING ONE Long 
Ton oF CARGO IN A 10,000 D. W. T. 
VesseL Unper U. S. Recistry 
—1919 Price LEVEL 
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New York-Liverpool........ $6.49 $4.40 $3.35 
New Orleans—Liverpool..... 8.26 4-72 4.32 


New York-—Buenos Aires.... 11.09 5.65 4.28 
San Francisco-Hongkong.... 11.24 7:60 4.77 





It will be noticed that the oil-burning 
steamer has an advantage over the coal- 
burning steamer in the matter of direct 
operating costs and that the motorship 
has a decided advantage over both, es- 
pecially on the longer routes. One 
factor in this is the fact that the smaller 
amount of bunkers needed for a motor- 
ship enables it to carry more cargo. 
The comparison necessarily had to be 
made on the assumption of full cargoes 
for each of the types of ships and for 
each route. 

While the motorship has a decided 
advantage over its rivals in direct oper- 
ating costs, it is at a disadvantage when 
it comes to fixed charges, because a new 
motorship costs more than a steamer of 
similar size. This difference in original 
cost is at least 10%, and for certain 
types more than 10%. Taking into ac- 
count this difference and assuming fixed 
charges to be 16% (6% interest, 5“ 
depreciation and 5% insurance) the 
total cost of transporting one long ton 
of cargo for a steamer costing $50 2 
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dead-weight ton and for a motorship 
costing $55 a ton was as follows in 


1919: 


Tora. Cost or CarRYING ONE LONG Ton 
or CARGO IN A 10,000 D. W. T. VESSEL 
Unper U. S. Recistry— 

1919 Price LEVEL 








Steamer 


Burning Coal 
Burning Oil 








New York-Liverpool 

New Orleans—Liverpool 

New York-Buenos Aires.... 
San Francisco-Hongkong.... 


14.12 
14.09 





From these tables the advantages of 
oil as a fuel for marine propulsion are 
evident. The superiority of the motor- 
ship is also manifest. Since the rapid 
adoption of the Diesel-engined carrier 
in the past four years is in the nature 
of a peaceful revolution, it may be well 
to summarize more carefully its advan- 
tages. 

A motorship can carry more cargo 
than a steamer of similar size. A good 
example of this saving is the case of 
the “Bandon,” renamed the ‘Folk- 
vard.” The East Asiatic Company, 
Copenhagen, found that the dead- 
weight tonnage of this ship was in- 
creased about 800 tons, or over 13%, 
when Diesel engines were substituted 
for steam engines. In addition to the 
direct saving of cargo space, should be 
mentioned the economy resulting from 
the use of the double bottom and bal- 
last tanks for the carrying of oil fuel. 
Previously this space had been devoted 
to the carrying of non-paying ballast. 
In other vessels, the substitution of 
Diesel engines has increased the carry- 
ing capacity from 10 to 12%. 

A smaller engine-room staff is needed 


for a motorship. The engine-room 
staff of the “Folkvard’’ was reduced 
from 13 to 8 men after conversion to 
a motorship. The ‘“Annam,” a motor- 
ship of 9,300 dead-weight tons has an 
engine-room crew of 13, as compared 
with 21 required for a steamship of 
similar size. It is obvious that the food 
bill of a ship is reduced as the size of 
the crew is reduced. To the direct sav- 
ing in wages and food must be added 
the increased. efficiency due to cooler 
and better labor conditions. 

Standby charges in port are at a 
minimum for motorships. A steamer 
frequently has to stand by while being 
bunkered, especially in the Far East. 
It is difficult to estimate quantitatively 
the economy resulting from the rapidity 
and ease with which motorships can be 
bunkered. Since the largest items of 
expense in the operation of a ship are 
fixed charges, any diminution of idle 
time is really money in the shipowner’s 
pocket. It should also be pointed out 
that, because of the small fuel consump- 
tion of the motorship, bunkers of or- 
dinary size last for a much longer trip 
and it is not necessary to bunker so fre- 
quently. 

The motorship has other minor ad- 
vantages. Such a vessel can maintain 
a more constant performance than 
steamers, due to the fact that the en- 
gines function at a constant rate. Mo- 
torship propellers do not race appre- 
ciably in bad weather. The engine is 
always ready to start, eliminating the 
12 to 24 hours needed for a steamer 
to get up steam. The enforced stop- 
page of one or two cylinders does not 
disable the whole propelling plant. The 
enumeration of other minor points 
would not add materially to the essen- 
tial fact that the motorship is the most 
eficient type of deep-sea commercial 
vessel. 














I] 


As a result of its unquestioned econo- 
mies, motorship tonnage has increased 
in the last 10 years from a few small 
ships to 416 totaling 1,166,000 gross 
tons. This increase is the more remark- 
able because during the war effort was 
concentrated on standard designs of 
well-established types. During the last 
year full-powered, sea-going motorship 
tonnage increased 37% as against a gain 
of only 4% for steam tonnage. 

Prior to December, 1914, the amount 
of oil supplied to ships for bunkers in 
United States ports was so insignificant 
that it was not kept separately in our 
customs statistics. In 1922, 32,000,000 
barrels were so used, which represented 
an increase of nearly 25% in three 
years. Six million barrels additional 
were supplied to ships for fuel in Mex- 
ican ports and 4,000,000 barrels in 
British ports. The Panama Canal in the 
fiscal year 1922 supplied nearly 3,000,- 
000 barrels to ships. Since figures for 
the minor oil-bunkering countries and 
stations are not available, it is impos- 
sible to determine accurately the percent- 
age of the oil production of the world 
burned by merchant ships; it is certainly 
over 5% and perhaps nearly 10%. The 
production of oil in this country has 
lagged for a number of years behind 
our rapidly expanding consumption. 
The 551,000,000 barrels produced 
domestically in 1922 had to be supple- 
mented by 140,000,000 barrels of im- 
ports. Since merchant ships took 31,- 
000,000 barrels of our inadequate 
output, it can easily be seen that a new 
and important consumption factor has 
entered the domestic petroleum situa- 
tion. 

As might be expected, the amount of 
bunker coal used by ships has declined. 
In 1913, 21,000,000 tons were supplied 
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to ships in British ports, in 1922 only 
18,000,000; in United States ports 1 
700,000 tons in 1913, and 4,000,000 
in 1922. While the coal-burning ton. 
nage of the world increased from 43. 
680,500 gross tons in 1914 to 46,340. 
000 in 1922, the large decline in the 
amount of coal supplied for bunkers by 
the two largest coal-producing countries 
of the world is due partly to the fact 
that most of the 9,000,000 tons of idle 
vessels are coal-burning and partly to 
the larger number of oil-burning ships. 


lll 


It is impossible to measure adequately 
the effect upon commerce of cheapened 
ocean transportation following the adop. 
tion of steel and steam to marine uses. 
An index number of ocean trip-charter 
rates, based on an average of 1890. 
1899 as 100%, shows a decline from 
290% in 1872 to 80% in 1895. In 
these years prices in general were de- 
clining, but this factor is unquestionably 
a small part of the explanation. Port 
terminal facilities were being improved 
and better methods of handling cargo 
were coming into use. Emphasizing 
these factors as much as one may, the 
advent of steam cheapened ocean trans- 
portation more than any other factor of 
the time. The enormous impulse which 
cheaper ocean freight rates had upon 
world commerce can readily be im- 
agined. Many commodities which had 
been luxuries because of scarcity soon 
became plentiful enough for genera! use. 
The food supply of Europe, which for- 
merly came through the Baltic and 
Black Seas, began to come from North 
America, the Argentine, and Australia. 
British coal began to move to remote 
places in all the seven seas. 

The economies resulting from the ust 
of oil under boilers as compared with 
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-oal are minor in comparison with the 
economies of steam over sail; there is 
perhaps a difference of 10%. A motor- 
ship, however, is from 10 to 35% 
cheaper to operate than an oil- or a 
coal-burning ship, depending upon the 
routes on which the vessels ply. The 
rapid increase of fleets of motorship 
merchant tonnage is a major part of 
the reason why ocean rates are at 110% 
of 1913. In spite of the exhaustion of 
productive processes in several coun- 
tries, it is not illogical to expect the 
influence of lowered ocean transporta- 
tion charges to act as a promoter of 
water-borne commerce. Of course, there 
are many other factors which may be 
acting in this direction, and no attempt 
is made here to ascribe. everything to 
changes resulting from the increasing 
use of oil. The purpose is merely to 
point out an influence frequently over- 
looked. 


lV 


British shipping loses one of its 
marked advantages when coal is super- 
seded by oil. Tramp shipping, which 
before the war was around two-thirds 
of the total of the British merchant 
fleet, depended not only upon cheap coal 
tor bunkers but upon cargoes of coal 
outbound to countries whose products 
were lacking in the United Kingdom or 
to distant bunkering stations. It was 
frequently possible for ships to have 
paying outbound and inbound cargoes 
with low operating costs. No other 
country possessed this combination to 
sucit a marked degree. The outbound 
cargoes of the United States, excluding 
bulk oil that moves in tankers, have 
usually outbalanced the inbound cargoes 
three to one ona weight basis. 
| The wide-spread net of British coal- 
unkering stations is likely to become 
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of smaller importance. British oil-burn- 
ing ships will have to depend upon fuel 
from Mexico, Persia, and the Far East. 
The handling of this fuel will be done 
by specialized tank-ships and will not 
add paying cargo to ordinary freight 
ships. Various experiments have been 
made to provide return cargoes other 
than bulk oil for tankers, but without 
success. Since the transportation of oil 
is so essential to the success of the large 
oil companies, and since the ships suit- 
able for this service are not fit for other 
shipping uses, the ownership of tankers 
has been concentrated largely in the 
hands of oil companies. The tanker 
problem is not so much a shipping prob- 
lem as an oil problem. It is fairly ob- 
vious, then, that the adoption of oil as 
a fuel for marine propulsion has de- 
tracted from the set of circumstances 
which made Great Britain the premier 
shipping country of the world. British 
shipping, instead of depending upon 
cheap domestic coal, now relies greatly 
on oil which must be brought from 
4,000 to 10,000 miles and which must 
pay for the expenses of the round trip 
of the tankers carrying it. The labori- 
ous and expensive work of building oil- 
bunkering stations over all the principal 
sea routes must be and is being under- 
taken. So far as cheap oil fuel is con- 
cerned, British shipping is not so for- 
tunate today as American shipping. 

It seems that the large gain in this 
shift from coal to oil goes to the Amer- 
ican oil companies. With the advan- 
tage of large domestic production and 
proximity to the second largest produc- 
ing area in the world and with the 
further advantage of long experience in 
the business, they not only have held, 
but may reasonably be expected to hold, 
their own in the oil-bunkering business. 
The lack of stations at which fuel oil 
could be obtained on certain of the less 
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used routes in 1919 has practically dis- 
appeared since that date. A large per- 
centage of the oil-bunkering stations of 
the world today are American; this is 
decidedly not the case so far as coal- 
bunkering stations are concerned. 
While it is unquestionably true that 
American shipping, being largely oil- 
burning, has a small advantage over the 
British in the cheapness of oil fuel, this 
advantage is slight. Basic factors, such 
as high construction costs, expensive 
labor, et cetera, still militate against a 
large American merchant fleet. It 


would be very illogical to expect any 


remarkable expansion of our shipping 
as a direct result of slightly cheaper 
fuel, when the fuel bill of a ship is only 
about 15% of the total costs of opera. 
tion. 

The change from coal to oil for 
marine propulsion has the most signif. 
cance for traders. The effect is in. 
dubitably toward cheaper ocean freight 
rates, which is another way of saying 
that overseas trade should be stimv. 
lated. What effect this change may 
have upon international politics varies 
with the imagination and prepossessions 
of the individual. 
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termination of the profit earned 

during a period is dependent on a 
proper valuation of the inventory of 
goods on hand at the end of the period, 
a secondary result of the income and ex- 
cess profits taxes has been to focus at- 
tention on methods of taking inventory. 
This has been the case especially in de- 
partment stores and other large retail 
businesses. If the inventory of mer- 
chandise at the end of a period is valued 
at too high a figure, the profit is over- 
stated, and taxes may be paid on profit 
that actually has not been earned. On 
the other hand, if the inventory is 
valued at too low a figure, the actual 
profit is understated, and too small a 
}tax may be paid. The relation of the 
closing inventory to profit is illustrated 
briefly by the following condensed profit 
and loss statement. 


[ businesses where an accurate de- 
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Inventory at Begin- 
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++ a eee 10,500 
| 250 
Net Cost of Mer- 
chandise Handled $23,050 
Inventory at End of 
Peale «oss 11,650 

















11,400 
sross Margin $ 6,400 
otal Expense 5,500 





THE RETAIL METHOD OF INVENTORY 


A SELLING PRICE METHOD 
OF MERCHANDISE ACCOUNTING 


By MALCOLM P. McNAIR 


In this statement, if the inventory at 
the end of the period were valued at 
$12,000 instead of $11,650, the result 
would be to decrease the net cost of 
merchandise sold by $350, making it 
$11,050. Since the gross margin is 
the difference between net sales and the 
net cost of merchandise sold, this figure 
would be increased by $350, making it 
$6,750 instead of $6,400. In corre- 
sponding fashion, the net profit, the dif- 
ference between gross margin and total 
expense, would be increased by $350, 
making it $1,250 instead of $900. The 
amount of this increase is purely a paper 
profit, if the actual value of the inven- 
tory is assumed to be $11,650. On the 
other hand, if the closing inventory in 
the foregoing statement were $11,300 
instead of $11,650, the net cost of mer- 
chandise sold would be increased to 
$11,750, the gross margin would be 
correspondingly decreased, and the net 
profit would be $550 instead of $900. 
In this instance, therefore, the real net 
profit is understated, if it is assumed 
that the proper valuation of the closing 
inventory is $11,650. These considera- 
tions would be of merely theoretical 
importance if it were always easy to 
arrive at an accurate valuation of in- 
ventory. Since such is not the case, it 
readily can be understood why mer- 
chants, as well as the tax authorities, 
should be interested in inventory prob- 
lems. 

At the time when income tax legisla- 
tion first was put into effect, a number 
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of department stores had been using for 
several years the so-called retail method 
of inventory. Several of these firms, 
acting through the National Retail Dry 
Goods Association and the Controllers’ 
Congress, took steps to secure the 
Treasury Department’s full recognition 
of the use of the retail method of in- 
ventory for purposes of determining 
taxable income. Some restrictions were 
imposed at first, and merchants were in 
doubt as to the proper method of pro- 
cedure in case they wished to change 
from the cost to the retail method of 
valuing inventories. A series of Treas- 
ury Department decisions and rulings, 
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finally culminating in Income Tax Mim. 
eograph 3077, issued by the Commis. 
sioner of Internal Revenue, March 23, 
1923, served to clarify the method of 
procedure, and, so far as the Federal! 
tax authorities were concerned, removed 
the principal obstacles to the adoption 
of the retail method of inventory by 
those merchants who considered such a 
step advisable for reasons of internal 


policy. 
Description of Retail Inventory Method 


Under the cost plan of inventory, 
goods in stock commonly are valued at 















Form for Computing Inventory According to the Retail Method | 

























































Merchandise Cet Retail a Pet Gen 

1. Opening Inventory (lines 9 and 10 of — 

preceding period) ...............:. 
Gh. Dad os chevcccescckens Vane: eons Raw i 
3. Freight, Express and Cartage, Inward. . bam 000. 000 000 
4. Additional Mark-up, less additional 

Mark-up Cancelations ............ 000. 000 000 
5. Total Inventory, plus Additions....... sal a 
ee WEE 4 b:c560 seas ths akenneaded 000. 000. 000. 
7. Mark-downs, less Mark-down Cancela- 

Oe 606snéent ated aces da tne 000. 000 
%. Total Retail Deduction (sum of items 6 

Be) eer ee ee 000. 000 000. 
9. Resultant Retail Inventory (Retail In- 

ventory on line 5, column 2, minus 

DOETEN., «cnt sh ube dekss dadeetes 000 ooo. 000. 
10. Calculation of Cost Percentage: 

(a) Total Percentage......... 100% 


. Cost Inventory (item 10 (c) applied to 


. Resultant Mark-up and Percentage (item 


(b) Percentage of Mark-up (line 


(c) Percentage of Cost 
[(a) minus (b)]....... % 


ND Me ee eee ee ee eee he 


8 8 


Oe ee ORD ao dacste con cwaue 000. 
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Merchandise Cost 


Per — rer ue 


Retail Mark-up 


re) 
Mark-up Cat 





Opening Inventory 
Purchases (freight included in cost) 3,000 


Additional Mark-ups (net) 


66.67 % 
75.0 


33-33% 
25.0 


$3,000 $1,000 
4,000 1,000 
300 300 





Total of Inventory, plus Additions. oo 


$7,300 $2,300 31.5 68.5 





Sales ... 00+ enue eine naan 
Mark-downs (net) 


Total Retail Deductions 


$5,100 
400 


$5,500 





Retail Book Inventory 
Actual Retail Inventory 


Retail Stock Shortage 
Cost-or-Market Valuation of Inventory— 


$ 
—68. 5% times y PPS = $1 205.60. 


$1,800 
1,760 

















cost or market, whichever is lower, since 
it is considered a conservative policy to 
anticipate losses but not to ras gem 
profits. Under the retail method, in- 
ventory is taken at the selling price of 
the goods in stock rather than at the 
cost or market valuation. In depart- 
ment stores, the usual method of opera- 
tion is as follows: For each department 
or for each classification of merchan- 
dise, inventory at the beginning of a 
period is entered at both cost and re- 
tail hgures, and all purchases during the 
period likewise are entered at both cost 
and retail, the total retail figure being 
adjusted to take care of additional 
mark-ups and additional mark-up cancel- 
ations. Thus there are available total 
cost figures and total retail figures for 
all merchandise handled during the 
period. The difference between the cost 
and retail figures is the amount of mark- 
uP. This is computed as a percentage 
of the total retail figure. From the 
total retail figure, is subtracted net sales 
for the period plus mark-downs less 
mark-down cancelations. The remain- 
der is a book figure for the retail value 
‘f merchandise that should be on hand. 
(hen the actual physical inventory is 

ken at the retail figures appearing on 


the tickets on the merchandise in stock. 
Any discrepancy between the retail book 
inventory and the actual physical inven- 
tory is a retail stock shortage, or over- 
age as the case may be. To the actual 
retail inventory figure is applied the 
complement of the percentage of mark- 
up in order to ascertain the cost-or-mar- 
ket valuation of the closing inventory. 

The form shown on the opposite page 
for computing inventory according to 
the retail method has been officially ap- 
proved by the Controllers’ Congress of 
the National Retail Dry Goods Associa- 
tion:! 

The above example illustrates the 
operation of the retail method of in- 
ventory according to the principles out- 
lined in the foregoing form. 

In this example, for the sake of sim- 
plicity, only one purchase is shown. 
Other purchases would be entered in a 
similar manner. It should be noted, 
however, that the mark-up and cost per- 
centages appearing in columns 4 and 5 
on the line “Total of Inventory, plus 
Additions” always express the relation 


14 Standard Method of Accounting for Retail 
Stores—published by the Controllers’ Congress of 
the National Retail Dry Goods Association in 1922, 
Pp. 20. 
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between the total cost and the total retail 
figures. They are not averages of the 
preceding percentages in columns 4 
and 5. 


Advantages of Retail Method of 
Taking Inventory 


In department stores that have used 
the retail method of inventory for sev- 
eral years, the opinion commonly is ex- 
pressed by the management that this 
plan affords several advantages in the 
actual taking of inventory. In the first 
place, it is easier to take stock at selling 
price figures than at cost figures. Mer- 
chandise tickets ordinarily carry a 
plainly written selling price, whereas the 
cost usually is in code. Taking inven- 
tory at cost involves the necessity of 
decoding, and this has not infrequently 
been a source of troublesome errors. It 
has been the experience in several stores 
that the time necessary for a complete 
inventory of merchandise was reduced 
appreciably after the adoption of the 
retail method. In a few cases, firms 
using the retail method of inventory 
have found it possible to discontinue the 
general inventory taken simultaneously 
in all selling departments, and have sub- 
stituted for it a plan of taking inventory 
piecemeal by departments whenever con- 
ditions are favorable, such as in periods 
of slack business or periods when stocks 
are low. The actual physical inventory 
thus becomes merely a check on the 
book figures, and the book inventory 
figure is used in determining profits. 
Such a method of procedure creates far 
less confusion than the usual semian- 
nual stock-taking in all departments 
simultaneously. This plan, however, 
makes no allowance for stock shortages 
that may have developed in a depart- 
ment since the previous actual inven- 
tory: and many firms using the retail 


method, therefore, continue to take a 
physical inventory in all departments at 
once. 

More important than the saving in 
time and the protection against error, 
however, is the advantage afforded by 
the retail method in facilitating a proper 
valuation of merchandise stocks, espe- 
cially when market value is lower than 
cost. Income tax regulations do not 
permit the use of arbitrary methods of 
depreciation. It is no longer possible 
for a merchant to take inventory at cost 
and then reduce the valuation 10% 
to allow for depreciation. Unless the 
inventory is to be valued at cost, a 
merchant using the _ cost-or-market 
method is expected to appraise the mar- 
ket value of each item of merchandise. 
Even under favorable circumstances 
such an appraisal item by item is an ar- 
duous task in a department store carry- 
ing thousands of different articles of 
merchandise. In the case of individual 
items, furthermore, market value fre- 
quently is difficult to ascertain, and does 
not always represent the real value of 
the goods to the merchant. In the case 
of seasonal merchandise, such as wom- 
en’s suits, for instance, when goods are 
carried over from the spring to the fall 
season, it is by no means easy to ascer- 
tain market value if the stock-taking 
comes at a time when similar goods are 
not being offered by manufacturers and 
wholesalers. Under these circumstances 
it is by no means a simple matter to 
comply with the government tax regula- 
tions. Again, a merchant may be over- 
stocked with certain sizes of shoes, for 
instance, or may have size lines so badly 
broken that it is difficult to fit custom- 
ers; in this situation it is doubtful 
whether the market quotation for cor- 
responding merchandise really indicates 
a correct valuation of the goods the 
merchant has in stock. 
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Under the operation of the retail 
method of inventory, depreciation to a 
fair market valuation is _ practically 
automatic, provided proper retail mark- 
downs have been taken. The actual in- 
ventory is taken at selling prices; the 
aggregate of these selling prices fairly 
represents what the merchant can expect 
to secure for the goods he has in stock. 
The deduction from this figure of the 
amount of mark-up gives a figure that 
represents the real value of the goods 
to the merchant. If proper retail mark- 
downs have been taken, a correctly de- 
preciated cost figure thus is obtained by 
simple mathematics. On a constant or 
rising market, the retail method of in- 
ventory values the merchandise ap- 
proximately at cost, but on a falling 
market it ordinarily results in a valua- 
tion at cost or market, whichever is 
lower. 


Difficulties of Retail Method 


The greater ease of taking deprecia- 
tion through the operation of the retail 
method of inventory made this plan of 
special interest during the latter part of 
1920 and 1921. Certain difficulties, 
however, stood in the way of its wide- 
spread adoption. 

In the first place, the retail method 
of inventory is essentially an averaging 
method. In the example given on page 
51, the cost percentage, 68.5%, rep- 
resented the relation of the total cost 
of opening inventory and_ purchases 
to the total retail of opening inventory, 
purchases, and additional mark-ups 
(net). Part of this merchandise bore a 
mark-up of 33.33%, whereas the rest 
of it bore a mark-up of 25%. The 
figure 68.5% represented the average 
cost for the total merchandise handled 
during the period. This percent- 
age was applied to the actual retail 
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inventory of $1,760 in order to arrive 
at a cost-or-market valuation. It is 
clear that if strict accuracy is to be had, 
the proportion of goods bearing a 
33-33% mark-up to those bearing a 
25% mark-up must be the same in 
the merchandise remaining on hand at 
the end of the period as in the total 
merchandise handled, from which the 
68.5% figure was derived. This pos- 
sibility of inaccuracy is of more im- 
portance on a constant or rising market 
than on a falling market, since in the 
latter situation what is desired is a 
proper market valuation of the mer- 
chandise rather than an accurate cost 
figure. On a constant or rising market, 
however, if the closing stock has a 
larger proportion of low mark-up goods 
than the average, the resultant valua- 
tion figure secured by the retail method 
will be lower than the actual cost. If, 
on the other hand, the closing stock has 
a larger proportion of high mark-up 
goods than the average, the resultant 
valuation figure secured by the retail 
method will be higher than the actual 
cost. 

The fact that the retail method of in- 
ventory is an averaging method, and 
consequently liable to inaccuracy, has de- 
terred some department store firms 
from adopting it. It follows from this 
possibility of inaccuracy that this method 
is most effective where merchandise has 
been carefully departmentized, so that 
percentages of mark-up within depart- 
ments do not show wide variation. Sub- 
division of departmental stock ledgers 
in departments handling a varied range 
of merchandise also may be expected to 
facilitate the operation of the retail 
method. Some difficulty has been ex- 
perienced in departments where mer- 
chandise has been purchased for a spe- 
cial sale at a mark-up appreciably lower 
than normal. Even though all such 
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low mark-up goods are disposed of in 
the special sale, so that none remain in 
the inventory at the end of the period, 
the average cost percentage will have 
been affected by the entry of these goods 
on the stock ledgers. Where low mark- 
up sales of this type are of frequent 
occurrence, it may be found desirable 
to set up separate stock ledgers for such 
goods. 

Because of the possible inaccuracies 
previously referred to, some department 
store firms have found that if they were 
to make a change from the cost method 
of computing inventory to the retail 
method in the middle of the period be- 
tween inventories, a fictitiously inflated 
profit would be shown for the period in 
which the change was made. This diff- 
culty, which was noted by firms that 
were computing inventory by both the 
cost and the retail methods for experi- 
mental purposes, apparently was caused 
by the fact that goods bearing a high 
mark-up did not move as rapidly as 
those bearing a low mark-up; and con- 
sequently, at the end of the period, the 
closing stock had a larger proportion of 
high mark-up goods than the average. 
The resultant valuation figure secured 
by the retail method, therefore, was 
higher than the actual cost figure. Since 
inventory at the beginning of the period 
had been computed by the cost method, 
the result was to show a paper profit. 
A few other firms making similar ex- 
periments did not find that such a dis- 
crepancy resulted. Not wishing to be 
taxed on unrealized profits, firms that 
noted this discrepancy between the re- 
sults of the cost and retail methods 
hesitated to make the change. This ob- 
stacle, however, was removed by In- 
come Tax Mimeograph 3077, previ- 
ously referred to, in which it was stated 
specifically that any fictitious book profit 
resulting from the change in inventory 
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method need not be included in taxable 
income. 

It is, of course, recognized that when 
a merchant adheres steadily to one 
method of computing inventory from 
year to year, the effects of any errors 
of a constant nature tend to be ironed 
out in the long run. If the method used 
results in too high an inventory valua- 
tion, profit for that period will be jin. 
flated fictitiously; but if inventory is 
carried over to the next period at the 
same valuation, profit for that period 
will be correspondingly reduced. 


Advantages of Retail Method for 
Merchandise Control 


It must be pointed out that the retail 
method of inventory is more than a 
mere method of valuing merchandise 
stocks; it is in effect a selling price 
method of merchandise accounting, and 
as such has advantages from the point 
of view of merchandise management 
and control that perhaps are of more 
importance than its advantage in facil- 
itating a proper valuation of stocks at 
inventory time. 

For the proper management of any 
merchandise business, it is desirable to 
have available at all times figures show- 
ing the amount of merchandise on hand. 
As previously pointed out, the value of 
goods on hand must be known in order 
to determine profit. Yet a well man- 
aged business should have some way of 
determining periodically the profit that 
it is making without resorting to an 
actual physical inventory. In a depart- 
ment store, it is desirable to know each 
month, or even more frequently, the 
amount of gross margin that is being 
realized in each department; in most 
cases, however, it would be out of the 
question to take a physical inventory that 
often. The amount of gross margin 
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can be determined only if the cost of the 
merchandise sold is known. If the value 
of merchandise on hand is known, the 
cost of the goods sold also can be 
known, and vice versa. Hence, for the 
periodical determination of profit some 
method of arriving at figures for goods 
sold and goods remaining in stock, with- 
out resorting to a physical inventory, is 
a practical necessity in a large merchan- 
dising business. 

A book ‘figure for the merchandise 
that should be on hand, furthermore, 
provides a check on stock shortages. 
When a physical inventory is taken at 
the end of a period, all merchandise on 
hand is accounted for, but this figure 
does not necessarily correspond with the 
merchandise that should have been on 
hand—that is, losses of merchandise 
may have taken place by theft or other- 
wise; stocks may be short. In numerous 
small retail businesses this element of 
stock shortage is absorbed by neglect; 
there is nothing to show how much mer- 
chandise should have been on hand. 
Consequently, the cost of merchandise 
sold figure includes not only the cost of 
goods actually sold but also the cost of 
stock shortages. The cost of merchan- 
dise on hand at the beginning of the 
period, plus purchases, minus the cost 
of merchandise sold, of course gives a 
figure for the cost of merchandise that 
should be on hand; but when sales are 
recorded at selling prices and inven- 
tories and purchases at cost prices, the 
cost of merchandise sold figure ordina- 
rily is arrived at by subtracting the ac- 
tual physical inventory at the close of 
the period from the net cost of mer- 
chandise handled. Thus, to have a 
check on stock shortages, it is necessary 
that the book figures for merchandise 
sold and merchandise remaining in stock 
should be arrived at independently of 
the closing physical inventory. 
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Another reason for securing such 
book figures is to facilitate the planning 
of sales, stocks, and purchases. Over- 
buying frequently results from ignor- 
ance of the quantity of a specific article 
that is actually in stock. Again, a mer- 
chant ordinarily cannot resort to a 
physical inventory every time he wishes 
to determine what goods to order. 

Thus there are three reasons for 
maintaining book figures to show at any 
time the amount of merchandise that 
has been sold and the amount of goods 
that should be on hand: (1) in order 
to determine profit; (2) in order to as- 
certain the amount of stock shortage; 
and (3) in order to facilitate intelligent 
planning of sales, stocks, and purchases. 

There are various ways in which such 
book figures may be secured. First, a 
system of stock records may be kept in 
physical units in such a way as to pro- 
vide a perpetual book inventory. At 
any time such a stock record system will 
show, of course, what units of merchan- 
dise have been sold and what units still 
are on hand. For various reasons, 
however, it is not considered feasible in 
many businesses to maintain such rec- 
ords for all types of merchandise. 
Frequently the keeping of such records 
may entail more expense than the re- 
sults justify. 

A second possibility is to reduce the 
net sales figure to cost by subtracting 
from it the amount that represents the 
mark-up, or the difference between the 
cost and the selling price. If the main- 
tained percentage of mark-up is known 
approximately, for the purpose of mak- 
ing a rather rough estimate, it may be 
applied to reduce the net sales figure to 
an approximate figure for cost of mer- 
chandise sold; and from this can be se- 
cured an approximate figure for the cost 
of merchandise remaining on hand. A 
drawback to this plan is that the main- 
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tained percentage of mark-up may not 
be accurately enough known; one of the 
reasons for securing a book figure for 
cost of merchandise sold is to ascertain 
the maintained percentage of mark-up. 

In the third place, a cost of merchan- 
dise sold figure may be accumulated 
from day to day by making a cost audit 
of sales; that is, the cost price of each 
article sold may be recorded on the 
sales slip or otherwise and these figures 
audited in the usual manner. Then at 
any time a book figure is available for 
the accumulated cost of merchandise 
sold in each department. This figure 
can be used for purposes of estimating 
profit. At any time, this book figure for 
cost of merchandise sold can be sub- 
tracted from the total of beginning in- 
ventory and purchases, leaving a book 
figure for the cost of merchandise on 
hand. This figure may be used to fa- 
cilitate the planning of purchases, and 
at the end of the period it can be 
checked with the actual physical inven- 
tory figure. It is, of course, necessary 
that such book figures be checked with 
actual inventory figures as frequently as 
practicable, not only because stock short- 
ages may have occurred since the pre- 
vious physical inventory, but also be- 
cause the book figures do not show the 
amount of merchandise depreciation un- 
less the cost records have been adjusted 
to changing market prices, a procedure 
that frequently is not feasible. 

The fourth method of securing book 
figures for merchandise sold and mer- 
chandise remaining on hand is the re- 
tail method of inventory or, more prop- 
erly, the selling price method of mer- 
chandise accounting. Since by this 
method stocks and purchases are re- 


2 This advantage was pointed out in an article 
by Mr. A. C. Hodge entitled “Bases of Control 
for Retail Inventory,” Journal of Political Econ- 
omy, No. 4, Volume 30, p. 559. In Mr. Hodge’s 


corded at retail, it is always possible by 
simple arithmetic to determine the re- 
tail value of goods that should be on 
hand. When it is desired to ascertain 
profits without taking an actual physical 
inventory, the average cost percentage 
may be applied to the book figure for 
the retail value of merchandise that 
should be on hand. For instance, in the 
illustration on page 51, the average cost 
percentage of 68.5% would be ap. 
plied to the retail book inventory of 
$1,800, giving a resultant inventory 
valuation of $1,233. This resultant 
figure subtracted from the total cost of 
inventory and additions, $5,000, in the 
example given, leaves a cost of merchan- 
dise sold of $3,767. The difference be- 
tween this latter figure and the net sales 
of $5,100 is the gross margin, $1,333. 
The retail stock shortage, of course, can 
be ascertained by taking an actual retail 
inventory, and comparing the result with 
the retail book inventory of $1,800. 
From the point of view of merchan- 
dise management and control in depart- 
ment stores, the selling price method of 
merchandise accounting offers at least 
one important advantage over the plan 
of cost auditing sales—it shows at any 
time the effect on gross margin of the 
mark-downs on goods remaining in 
stock.2, This advantage may be illus- 
trated by the following example: 
Half-way through a selling season, 
the net sales of a department have 
amounted to $9,000. At the beginning 
of the season, the inventory at cost was 
$4,800, and at retail $6,000; to date 
purchases at cost have amounted to 
$12,000, and at retail to $16,000. 
Mark-downs have been taken to the ex- 
tent of $1,000 at retail. Figures accu- 
article, however, the method described for handling 
mark-downs was not in accordance with the 
standard form approved by the Controllers’ Con- 


gress of the National Retail Dry Goods Associa- 
tion. 
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mulated by a cost audit of sales show 
that the cost of merchandise sold to date 
is $7,000 and the estimated gross mar- 
gin for the season to date is the dif- 
ference between the net sales of $9,000 
and this cost of merchandise sold, or 
$2,000—22.2% of sales. 

If, however, the selling price method 
of merchandise accounting is in use, the 
situation will appear as below. 

Under the cost audit method, the 
effect of the mark-downs, armounting to 
$1,000 at retail, on the gross margin 
was not shown, except in so far as these 
mark-downs may have been _instru- 
mental in making the net sales figure 
smaller than it otherwise might have 
been. The major effect of the mark- 
downs on the gross margin would be 
shown only when a properly depreciated 
physical inventory was taken. Mean- 
time the department manager might as- 
sume that his maintained gross margin 
was well in excess of 20% of sales. 
By the selling price method of mer- 
chandise accounting, however, the losses 
which incur from mark-downs already 
taken on the goods that remain in stock 
are at once anticipated, the maintained 
gross margin shown to be only 15.1% 
of net sales and the true condition of 
the department thus made apparent. 
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Although this example perhaps repre- 
sents a more extreme situation than 
would be of frequent occurrence, it is 
entirely possible under the cost audit 
method for a buyer to go through a 
whole season assuming that he is main- 
taining a satisfactory gross margin only 
to find, when an actual physical inven- 
tory is taken, that because of mark- 
downs his maintained mark-up is by no 
means as high as he had assumed. For 
retail firms that plan carefully the per- 
centage of gross margin to be secured 
from each department and require their 
buyers to adhere as closely as possible 
to the planned figures, this advantage of 
the selling price method of merchandise 
accounting appears to warrant careful 
consideration. 


Conclusion 


As to whether the selling price 
method is more simple of operation than 
the cost audit arrangement, there may 
be some difference of opinion. Record- 
ing and auditing sales at cost is perhaps 
a laborious procedure, but it is at least 
easily understood; whereas the selling 
price method probably is not so readily 
understandable to the average buyer, a 
careful process of education being neces- 








Per Cent Per Cent 





Cost Retail Mark-up ° of 

Mark-up Cost 

Opening Inventory ............ $ 4,800 $ 6,000 $1,200 20% 80% 
Purchases (freight included in 

C000) «+ cksc'k daa kee 12,000 16,000 4,000 25% 75% 





Total of Inventory, plus Additions .$16,800 





$22,000 $5,200 23.64 76.36 








GOD .. ie sehen dbatelac coun $9,000 
ere Ore ene 1,000 

Total Retail Deductions ........ $10,000 

Retail Book Inventory ......... . $12,000 eee 


Cost-or-Market Valuation of Inventory==76. 36% times $12,000 = $9,163.20. 
Cost of Merchandise Sold—=$16,800—$9, 163.20 = $7,636.80. 
Gross Margin = $9,000—$7,636.80 = $1,363.20, 15.1% of net sales. 
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sary to insure the satisfactory operation 
of the plan. Such a process of educa- 
tion, however, may be worth while in 
another way in leading buyers and mer- 
chandise managers to think in terms of 
selling price rather than of cost. When 
merchandise has been purchased and 
placed in stock, the important considera- 
tion for the management is the amount 
of money which that merchandise will 
bring when sold, not the amount of 
money that has been paid for it. The 
trend in merchandise contro] is toward 
planning stocks and purchases in terms 
of what the goods will bring at selling 
prices rather than in terms of cost. 
From this point of view, the selling 
price method of merchandise accounting 
may prove to possess certain educa- 
tional advantages, even though it re- 
quires painstaking instruction to famili- 
arize buyers with its operation. 

It is not to be thought that the sell- 
ing price method of merchandise ac- 
counting can be a success if operated in 
a lax or slipshod manner. The heart of 
the system lies in the proper making and 
recording of price changes. Unless 
mark-downs and mark-ups are taken 
when they should be and accurately re- 
corded, this method of merchandise 
accounting will not work smoothly. It 
is necessary that price changes be re- 
corded in some detail. For example, 
the records of mark-downs and addi- 
tional mark-ups must show net figures. 
If an article costing $10 originally was 
priced at $15, later advanced to $17 
because of a rise in replacement value, 
and finally reduced to $13 for clearance 
at the end of the season, the final $4 
reduction cannot all be treated as a 
mark-down. Two dollars is cancela- 
tion of additional mark-up and must be 
so recorded, whereas the other $2 is a 
real mark-down, because it goes below 
the original selling price. Similarly, if 


an article originally priced at $20 is re. 
duced to $18 for a special sale, and the 
price later restored to $20, the $2 
change in the second instance does not 
constitute an additional mark-up, but 
rather a mark-down cancelation. The 
necessity of differentiating carefully be- 
tween additional mark-ups and addi- 
tional mark-up cancelations on the one 
hand, and mark-downs and mark-down 
cancelations on the other hand, is that 
additional mark-ups affect the average 
cost percentage, whereas mark-downs 
do not affect this percentage, as may be 
seen from the standard form on page 
51. Although additional mark-ups, ad- 
ditional mark-up cancelations, and mark- 
down cancelations may be of infrequent 
occurrence as compared with mark- 
downs, many firms may hesitate to 
adopt a plan calling for such exact dif- 
ferentiation among various kinds of 
price changes. As regards the careful 
recording of mark-downs, this is to be 
thought of as an advantage of the sell- 
ing price method of merchandise ac- 
counting rather than the reverse, since 
slipshod taking and recording of mark- 
downs is at present a weak link in the 
management of many retail businesses. 

A recent inquiry among 500 odd de- 
partment stores and specialty stores re- 
porting figures to the Harvard Bureau 
of Business Research showed that of 
340 firms with sales below $1,000,000 
in 1922, 94 were using the selling price 
method of merchandise accounting, of 
151 firms with sales over $1,000,000 in 
1922, 98 were using it, and that of 31 
specialty store firms, 21 employed this 
method. For purposes of control, it 's 
common practice for chain store or- 
ganizations to charge merchandise to 
their retail stores at selling prices. 
From such meager information as |s 
available, however, it appears that by 
no means all of them use the complete 
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selling price method in arriving at in- 
ventory figures for the purpose of de- 
termining taxable income. In businesses 
where the selling price is not known be- 
fore the time of sale, as in soda foun- 
tains, in the prescription departments of 
drug stores, and in meat markets, the 
selling price method has obvious limita- 
tions. The same reasoning applies 
wherever goods are carried in a semi- 
manufactured state, as may be the case 
in departments of a retail business that 
engage in manufacturing operations. It 
remains to be seen whether this plan 
of merchandise accounting can be used 
eflectively by wholesale firms that permit 
their salesmen to vary prices. 
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The best results from the selling price 
method are likely to be secured by well- 
departmentized business, and a period 
of experimentation, during which inven- 
tory valuations are secured by both the 
cost and selling price methods, normally 
is advisable. Although at the present 
time it does not appear likely that this 
method of accounting will be adopted 
widely during the n xt few years ex- 
cept in large department and specialty 
stores, the weight of argument from 
the point of view of control appears to 
favor the use of the selling price meth- 
od of merchandise accounting in all 
types of merchandising businesses that 
can adapt it to their needs. 
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THE ESSENTIAL FACTS OF RAILROAD 
VALUATION 


By T. H. SANDERS 


HE business community has an 

extensive interest in the prob- 

lem of railroad valuation, for 
the business community pays the trans- 
portation bill, the amount of which it 
is one of the purposes of valuation to 
determine. The business community is 
therefore entitled to as plain a state- 
ment upon this subject as it is possible 
to put forward. Between the agita- 
tions of those elements in the commu- 
nity called “radical” on the one hand, 
and the special pleadings of the groups 
known as the “railroad interests’’ on 
the other, it is difficult to preserve a 
clear view of the issues involved. To 
make a personal study of the enormous 
volume of valuation literature, with a 
view to arriving independently at a fair 
conclusion, would require far more time 
than the average business man can af- 
ford to give to it. The present article, 
therefore, has for its purpose the pres- 
entation of the large facts of the case 
in sufficient completeness to permit of 
the arriving at a conclusion, yet free 
from the details which, so far as the 
public is concerned, do not affect the 
result. 


Reasons for Railroad Valuation 


During the past 25 years the people 
of the United States have come to the 
conclusion that the railroads shall be 
operated in the public interest, and 
Congress has from time to time been 
engaged in devising machinery for this 
purpose. The Interstate Commerce 
Commission is the instrument by which 


this regulation is effected, and the Com. 
mission has been proceeding, step by 
step, to a more complete control of 
railroad activities of every sort. But 
the Commission has frequently declared 
that it cannot proceed further with the 
work which has been committed to it 
without having a valuation of railroad 
properties made. Two principal rea- 
sons are given for this desire for a com- 
plete valuation of railroad properties; 
the first is that the Commission could 
not make effective its control of rail- 
road operating accounts, especially in 
so far as they had to do with depre- 
ciation and maintenance, without relia- 
ble valuation figures; the second is that 
the courts have continuously declared 
that the railroads must be permitted to 
earn a fair return upon the value of the 
property devoted to the public service. 
Congress deemed these reasons to be 
good and sufficient, and on March 1, 
1913, passed the Act which directed the 
Interstate Commerce Commission to 
find the value of railroad properties. 


Constitutional Protection of Property 


It is important to observe the legal 
origin of the second reason for valua- 
tion mentioned above, that of providing 
a basis for computing the “fair return” 
which the railroads must be permitted 
to earn. In its policy of controlling the 
railroads in the public interest the Com- 
mission has naturally had occasion to 
give most attention to the determination 
of the rates which the public should 
pay the railroads for their services. It 
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has become axiomatic that these rates 
should, in the public interest, be as low 
as possible, consistent with fairness to 
the railroads. What rates are fair to 
the railroads? As stated above, the 
courts have decided that they should be 
permitted to earn their operating ex- 
penses plus a fair return upon their 
property. Any regulation which cuts 
the income of the railroads below this 
minimum is deemed by the courts to be 
confiscation, and as such, to be a con- 
travention of the Fifth Amendment to 
the Constitution of the United States, 
which provides that 


No person shall “be deprived of life, 
liberty, or property, without due process 
of law; nor shall private property be 
taken for public use without just com- 
pensation.” 


And the fourteenth amendment pro- 
vides: 
“nor shall any State deprive any person 
of life, liberty, or property without due 
process of law; nor deny to any person 
within its jurisdiction the equal protec- 
tion of the laws.” 


Here, therefore, is the minimum 
guaranteed to the railroads by the Con- 
stitution of the United States. One 
part of this minimum, the operating ex- 
pense, is determined from the accounts 
which the Interstate Commerce Com- 
mission requires all railroads to keep; 
there is little room for argument about 
this amount. The other portion, the 
“fair return” on the fair value of the 
property is the subject matter of the 
valuation controversy. Many of the 
participants in this controversy overlook 
the constitutional basis on which, in 
large part, the argument rests. They 
overlook also the interpretations which 
the United States Supreme Court has 
consistently put upon these constitu- 
tional provisions. 





- 


The Interstate Commerce Commission's 
Valuation 


The present facts are, that under the 
Valuation Act of 1913, the Interstate 
Commerce Commission has made its 
preliminary accounting and engineering 
surveys upon almost the whole of the 
railroad mileage of the United States. 
It has made “tentative valuations” up- 
on a little more than one-quarter of the 
mileage of the country, and hopes to 
complete the submission of tentative 
valuations by July 1, 1924.1 These 
tentative valuations provide the oppor- 
tunity for all interested parties to reg- 
ister their protests, which protests will 
be considered before the Commission 
proceeds to the fixing of a final value. 
So far, practically all the tentative val- 
uations have been objected to by the 
railroads concerned because they are too 
low, and by various members of the 
public because they are too high. 

In the meantime, the Commission 
has found it necessary to assume a total 
valuation for the entire railroad sys- 
tem of the country, and fixed the figure 
of $18,900,000,000 as a basis for com- 
puting the income due to the railroads, 
until a more exact figure can be de- 
termined. This genera! aggregate also 
has been subjected to attack by the 
parties interested. The railroads have 
not mentioned a specific figure which 
would satisfy them for this purpose, 
but if all their arguments were sus- 
tained, the total valuation might per- 
haps be advanced to the neighborhood 
of $30,000,000,000. Those who, on 
behalf of the public, or some sections of 
it, are advocating a reduction of the 
amount, claim that a sum in the neigh- 
borhood of $12,000,000,000 would be 
satisfactory to them and fair to the rail- 
roads. 


1 The Traffic World, July 14, 1923, page 87. 
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Railroad Operators’ Objections 


Some amount of confidence in the pro- 
ceedings of the Valuation Commission 
is developed by the fact that there has 
been almost no complaint of omission 
of items of property from the valuation 
reports, and very little dispute about the 
quantities.2 The differences of opinion 
have arisen almost entirely on the sub- 
ject of the principles of valuation which 
shall be applied. Following a long line 
of decisions by the courts and the public 
utility commissions, the Valuation Com- 
mission decided that the figure it had to 
find was the ‘“‘reproduction value less de- 
preciation.” One important exception 
was made in the case of land, which con- 
stitutes about 11% of the value of all 
railroad properties; it is clear that the 
term “reproduction” can scarcely be ap- 
plied to land in the same way as to 
manufactured goods or construction 
work. Following the decision of Mr. 
Justice Hughes in the Minnesota Rate 
Cases ® the Commission valued the rail- 
road lands, 


“by ascertaining the number of acres 
and multiplying this acreage by a market 
value determined from the present fair 
market value of similar adjacent and ad- 
joining lands, due allowance being made 
for any special value which may attach 
by reason of the peculiar adaptability of 
the land to railroad use; but nothing 
additional is added for the expense of ac- 
quisition, for severance damages, for 
engineering, and for interest during con- 
struction.” 4 


The principal objections of the rail- 
roads, those involving the largest 
amounts of money, have been, first that 
nothing should be deducted from the 

? The Valuation Report on Texas Midland Rail- 
road, page 109. 

8230 U. S. 450-455. 


* Valuation Report on Texas Midland Railroad, 
page 3. 


cost of reproduction for depreciation, 
and second that land should be valued 
on a strictly reproduction basis, includ. 
ing costs of acquisition and severance 
damages. 


Depreciation 


The controversy on depreciation has 
been clouded with all sorts of argument 
as to what depreciation means, how it 
accrues, how it is made good, and so 
forth. Attempts have been made to 
suggest that there is something very 
deep and difficult about the matter, but 
there is no reason for this attitude; the 
facts are exactly as they appear to the 
ordinary business man, and such a man 
need not hesitate to form a judgment 
from these facts. Plant, machinery, and 
buildings gradually wear out and ap- 
proach the time of replacement; this is 
accounted for, first by reducing their 
value, and second by reserving out of 
gross income an amount which will make 
good this diminution in value. When 
this procedure is completed the net value 
of the entire property is as before. If, 
however, the original plant and ma- 
chinery be valued at its reproduction 
cost, and the new assets of the deprecia- 
tion reserve be added thereto, a larger 
total will be obtained, and it is this 
larger total which is claimed by the rail- 
roads as the true valuation. Such a 
claim obviously forgets the fact that the 
assets of the depreciation reserve are 
there solely because the value of the 
original assets has diminished. Any 
business man who purchased plant and 
machinery would, in fixing the purchase 
price, always take into account the ac- 
crued depreciation. It is sometimes 
claimed by the railroads that “‘value for 
rate-making”’ is different from “value in 
purchase,” but there is no reason in the 
assertion and the courts have rejected 
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United States Supreme Court has 


: two notable decisions * found that a 
reasonable deduction must be made 
from the sum total of the properties in 
arriving at its fair value; it is not likely 
that these decisions will be whittled 


aw ay. 

It is possible that in some cases there 
may be special circumstances which 
would affect the calculation of the de- 
preciation. The subject is closely con- 
nected with maintenance and the extent 
to which the property has been main- 
tained will have much to do with’ it. 
Any such special considerations would, 
of course, have to be given proper 
weight by the Valuation Commission in 
order to do justice to the railroad, but 
it is unlikely that the entire property will 


be valued as new. 


Land Faluation 


lhe complaint of the railroads under 
this title is that they ought to be per- 
mitted to value their lands at what it 
would now cost to acquire them, includ- 
ing costs of legal proceedings, severance 
damages, and damages to adjoining 
properties. In a_ decision already 
quoted * it was decreed that additions of 
this sort could not be permitted in view 
of the completely speculative nature of 
the computation of such amounts, and 
also because of the fact that the rail- 
roads have not in the majority of cases 
actually incurred such costs.8 Where 
extra costs of acquisition have actually 
been incurred, it is the general policy of 
the Commission to allow them; in fact, 
the land values found by the Commis- 


_§ The report of the Master in Springvale Water 
Company vs. San Francisco says—“Value, fair or 
reasonable value, value for rate fixing purposes, 
value in exchange or in condemnation, are, in the 
normal case, synonymous terms. Only confusion 


has resulted from the attempt to multiply distinc- 
tions.” 
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sion have consistently exceeded the total 
costs of acquisition, and in view of the 
fact that railroad lands include immense 
areas which were donated to them free 
by public bodies, and other areas which 
they acquired at prices far below their 
present values, there is no reason to sup- 
pose that injustice is done to the rail- 
roads when their entire land holdings 
are valued at present market prices of 
similar adjoining lands. 


Objections Aiming at Reduction in the 
Valuation 


Considerable efforts are being made 
on the contrary side of the dispute. The 
line of argument here is typified by that 
put forward at the conference recently 
held in Chicago under the direction of 
Senator LaFollette. On behalf of the 
movement there inaugurated, Mr. Don- 
ald R. Richberg has appeared before 
the Interstate Commerce Commission 
and put forward two principal reasons 
for reducing the Valuation Commis- 
sion’s figures, both of which objected to 
the use of a reproduction cost as the 
main basis for valuation. He asserted 
that the original investment in the prop- 
erty should be the principal factor in de- 
termining the valuation, and also argued 
that the total value of railroad securities 
on the stock exchanges would confirm 
and approximately coincide with this 
figure of original investment. 


Original Cost Value 


The original investment in the prop- 
erty is a consideration which has been 





® Knoxville vs. Knoxville Water Company—212 
U. S. 1; Minnesota Rate Cases—230 U. S. 352. 


7 Minnesota Rate Cases. 


8 Brief of the California Railroad Commission 
before the I. C. C. Table No. 1, page 88. 
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before the courts ever since the valua- 
tion controversy started, and the courts 
have just as consistently rejected it as a 
basis for valuation, although they have 
always accepted it as contributory evi- 
dence in determining the present value. 
In the Minnesota Rate Cases the mat- 
ter was referred right back to the con- 
stitutional protection of property al- 
ready quoted. In the words of the 
decision, this clause means that 


“It is that property, and not the orig- 
inal cost of it, of which the owner may 
not be deprived without due process of 
law.” ® 
This will appear to most men as a rea- 
sonable interpretation. If a man owns 
property he is certainly not in full enjoy- 
ment of it if he is to be denied the ben- 
efits of such increase in its value as 
would be enjoyed by other men owning 
similar property. 

This matter of the increment in prop- 
erty values is one of the most trouble- 
some points in dispute. From the de- 
cision quoted above, and from many 
others of similar tenor, it may be taken 
for granted that no movement will suc- 
ceed which seeks by retroactive pro- 
ceedings to confiscate the increment in 
property values up to the present time. 
But we are in a period of transition on 
this subject of public utility regulation, 
and if the public as a whole decides that 
increments on public utility properties 
shall not in future be permitted, they can 
probably find proper ways of accom- 
plishing this end. In such cases the 
equities in public utility properties would 
be similar to those of bondholders, who 
understand in advance that their equity 
is limited to the specific amount nomi- 
nated in the bond plus the fixed interest 
thereupon. But to reach that stage it 
would be necessary to have the terms 





230 U. S. 454 


understood and agreed to in advance by 
all parties. To make such an arrange. 
ment retroactive, contrary to the wishes 
of railroad owners, and contrary to the 
expectations which they have hitherto 
reasonably held, would be deemed by 
the courts to be confiscation, and there 
is little likelihood of such a procedure 
going into effect. 


Market Values of Securities 


The courts have just as consistently 
refused to accept stock exchange valua- 
tions. Everybody knows that stock ex. 
change values rest upon very ephemeral 
bases, and there is a peculiar unfitness in 
introducing them in a rate case. They 
depend almost entirely upon earnings, 
or upon expected earnings, and the earn- 
ings are the disputed quantity in the 


- valuation proceedings. Moreover, stock 


exchange values will depreciate by the 
very agitation to accept them as the 
criterion of value, and the courts would 
never permit the controversy to be set- 
tled in this way. Referring to the mar- 
ket value of securities, the Georgia 
Railroad Commission, following deci- 
sions of many courts, states— 

“The weight heretofore given this fac- 

tor has been almost nil, and the weight 

to be given it now, under existing fi- 


nancial conditions, is even less than in 
1918.” 1° 


Return on Capital Compared with 
Operating Expenses 


Under the general provision that the 
public is required to pay the railroads 
for their services an amount sufficient 
to cover operating expenses plus a fair 
return on capital, the total bill for rail- 
road services will be made up approx'- 
mately as follows: 





10 Re Georgia Railway and Power Company P. 
U. R. 1921 A. 169. 
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534% of $18,900,000,000. .$1,086,750,000 
Operating Expenses 5,830,000,000 1! 





Teud .. i «iiesd anaes $6,916,750,000 

Of this total it will be seen that operat- 
ing expenses constitute five-sixths. Even 
a considerable reduction in the valua- 
tion of the roads would, therefore, not 
afford opportunity for very much re- 
duction in the total amount of the 
country’s railroad bill. There is more 
to be hoped for in the promises of those 
people who propose arrangements for 
reducing the operating expenses of the 
roads, which is one of the principal pur- 
poses of the consolidation schemes now 
being publicly discussed. It is not the 
purpose of this article to deal with that 
subject, but it is appropriate to point 
out that it is likely to be much more 
fruitful of freight reductions than any 
efforts with the railroad valuation fig- 
ures can be. This, of course, would not 
justify any abuse of the railroad valua- 
tion procedure, but it indicates pretty 
definitely where the public interest, con- 
sistent with public justice, lies. 


Conclusions 


The general result of this inquiry is 
to show that the result of the Valuation 





1 For Class I roads only. Annual Report of 
the Interstate Commerce Commission, 1922, p. 102. 


Commission’s work will in all prob- 
ability stand because the various argu- 
ments against it have already been re- 
jected. It is inevitable in so vast an 
undertaking that adjustments will have 
to be made in the valuations of in- 
dividual roads; but these adjustments 
will not change the sum total of rail- 
road property values very much. It 
is likely that the courts will reject the 
claims of the railroads on the one side 
for an increased valuation, and the argu- 
ments of interested members of the pub- 
lic on the other for a decrease, because 
the bases on which these arguments are 
being put forward have already been 
categorically rejected in adjudicated 
cases. Any one who studies the history 
of the subject will find difficulty in be- 
lieving that the present valuation figures 
do injustice to railroads as a whole, but 
there will be equal difficulty in believing 
that this valuation should be substan- 
tially reduced. To accomplish this 
would require that Congress and the 
Supreme Court of the United States 
should both abandon all their previous 
interpretations of those constitutional 
clauses which protect the owners of pri- 
vate property. It is difficult to conceive 
of such a happening, and most unlikely 
that the general body of public opinion 
will desire it. 








THE INSTABILITY OF TARIFF CONDITIONS 





IN EUROPE 


By LOUIS DOMERATZKY 


HE disturbed tariff condition 
prevailing over a large part of 
the commercial world is, like the 

demoralized exchange, a direct result of 
the World War, although it has not re- 
ceived so much attention as the cur- 
rency factor. From the tangle of 
fluctuating tariff rates, shifting co- 
efficients and unstable surtaxes of the 
present to the tariff stability of pre-war 
Europe, when nations could fix their 
international tariff relations for ten or 
twelve years, is a far cry. Bound to- 
gether by a network of treaties, most 
countries were then on an equal footing 
in the important markets. The contrast 
with the present situation is enhanced 
by the realization that the keystone of 
the pre-war European tariff structure 
was Germany. A brief outline of the 
tariff background of Europe at the out- 
break of the war will assist us to a 
better realization of the changes which 
have occurred. 


Pre-War Situation 


In 1914 Continental Europe was 
largely protectionist; but since the 
leader in the protectionist movement 
was a country primarily interested in 
foreign trade and possessed of a keen 
economic sense, the protective tariffs of 
the important commercial countries were 
modified by numerous treaties, so that 
each country was enabled to obta.1 tariff 
concessions for its principal products in 
return for reciprocal concessions. The 
foundation of the whole structure was 


the series of eight treaties negotiated by 
Germany on the basis of the new Ger. 
man tariff of 1902, specifically con- 
structed with that end in view. It was a 
highly specialized tariff, considered by 
many the most scientific tariff in ex. 
istence—i. e., best adapted to bring 
about the developments desired by the 
men who were directing the economic 
forces of the German Empire. If we 
take into consideration the fact that the 
tariff relations between Germany and 
France were fixed on a most-favored-na- 
tion basis by Article II of the Treaty of 
Frankfort, and if we allow for the free 
trade policy of Great Britain, we are 
justified in stating that the German 
treaty system embraced most of Europe. 
In addition to getting the benefit of the 
treaties concluded directly, Germany, as 
well as most of the other European 
countries, was also benefiting, by virtue 
of the most-favored-nation treatment 
clause embodied in her treaties, by the 
concessions granted to each other or to 
countries outside of the treaty powers 
by the countries with which she con- 
cluded treaties. These treaties were to 
expire at the end of 1917 on twelve 
months’ notice and there were evidences 
of preparation for a new tariff align- 
ment when the war broke out. 

The United States naturally was not 
involved in the treaty system, but we 
were getting most-favored-nation treat- 
ment in most countries. The Latin- 
American countries were mostly on a 
single tariff basis; i. e., imports from all 
countries were treated alike. China and 
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Turkey were not enjoying tariff au- 
tonomy; while Japan was building up a 
tarif system modeled after the Euro- 
pean pattern and had already entered 
into a series of treaties in 1911. 


Tarif Development During the War 


Naturally no constructive tariff legis- 
lation took place during the war; the 
chief use made of the tariff during that 
period was to encourage the importation 
of foodstuffs and supplies essential for 
war purposes, or to assist in the eco- 
nomic phases of the war. As a pro- 
tectionist measure the tariff naturally 
played a very insignificant part during 
the war, its influence being modified or 
eliminated by the tonnage scarcity, high 
freight rates, and the tremendous de- 
mand for war supplies. It is true, how- 
ever, that the foundation for the post- 
war protectionist movement in Great 
Britain, for instance, was laid as early 
as 1916, when the lack of certain “key” 
commodities, like dyestuffs, scientific 
glassware, and other products of the 
highly specialized industries of Ger- 
many called attention to the industrial 
dependence of Great Britain and of the 
other belligerents as well as neutrals, 
like the United States, to that country. 
The United States also found it advis- 
able to increase the duty on dyestuffs in 
1916 as an encouragement to the infant 
dyestuff industry. There was a good 
deal of discussion of the necessity of in- 
dustrial self-sufficiency as a part of the 
general preparedness policy, but un- 
doubtedly a good part of it was rather 
psychological and colored by the gen- 
eral war atmosphere. We must, how- 
ever, keep in mind the fundamental fact 
that the present chaotic tariff conditions 
of Europe are a direct outgrowth of the 
economic upheavals of the war and are 
merely a reflection of the general in- 
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stability characterizing the post-war 
period. 


Underlying Factors of Present Tariff 
Movements 


After the signing of the Armistice 
and the gradual abandonment of the 
pretentious but rather hazy reconstruc- 
tion schemes, the tariff problem was 
taken up again by nearly all countries, 
not so much with a view to building up 
a new system to meet the new economic 
conditions, but rather to construct a 
temporary shelter which would enable 
distracted or overstimulated industries 
to adjust themselves to the new condi- 
tions and save them from the antici- 
pated onslaught of American or Ger- 
man industries. The following were 
the chief factors in the post-war tariff 
situations : 


1. Depreciation of exchange, which 
was believed to intensify competi- 
tion, temporarily at least, and to 
decrease the revenue from customs 
duties 


2. Abrogation of commercial treaties 
by the war and the consequent 
elimination of the reduced rates of 
duty from some European tariffs 


3. Tendency towards economic self- 
sufficiency and consequent desire 
to protect certain essential indus- 
tries. This factor probably has 
lost some of its importance during 
the last year or so, and there are 
evidences of the realization that a 
revival of international trade 1» 
incompatible with exclusionist 
policies in individual countries 


4. Unfavorable trade balances, which 
many countries tried to elim- 
inate by means of import pro- 
hibitions or increased import 











duties. This factor is also losing 
in importance. 


5. Need of increased revenue 


6. Desire to retaliate against restric- 
tions on the part of other coun- 
tries; also to induce countries to 
negotiate commercial treaties so 
as to mitigate the rigors of the 
high tariffs 

7. General movement for tariff re- 
vision to meet new economic con- 
ditions 


The above, it is believed, cover the 
underlying motives of practically all the 
new tariff iegislation since the Armistice. 
Of course, all the factors do not come 
into play in the case of each country, nor 
should they be credited with the same 
weight in every country where they are 
operating. It may be worth while to 
point out, in a more specific way and 
merely for illustration, some of the out- 
standing phases of tariff legislation dur- 
ing the last few years. It will be noted 
that most of the measures are largely of 
a temporary or provisional character, 
calculated evidently to meet the fluctuat- 
ing needs of an unstable general 
economic régime. It would seem that 
the chief purpose was to make the tariff 
as flexible as possible, so that it could be 
adjusted at a moment’s notice, and as 
far as possible without additional legis- 
lation, to the sudden changes in 
exchange or in the tariff policies of other 
countries. A state of unstable equilib- 
rium is about the best most countries 
could hope to attain under present con- 
ditions. The tendency to tie up tariff 
rates with exchange fluctuations is still 
rather pronounced, although it has been 
abundantly demonstrated that in the 
long run a depreciated currency does 
not stimulate exports to the extent that 
has been generally believed. 


HARVARD BUSINESS REVIEW 


British Tariff Policy 


In taking up the tariff changes in in- 
dividual countries, we shall start with 
Great Britain, not only on account of 
the importance of that market to the 
United States, but also because of the 
striking change in the tariff policy re. 
sulting from the economic experience of 
the war. It should be pointed out that 
Great Britain has played a leading part 
in the general post-war movement for 
economic self-sufficiency and that many 
of the British arguments in justification 
of protection for “key” commodities, 
on political rather than economic 
grounds, have been used by other coun- 
tries in less need of justification for a 
protective policy. The tariff reform 
movement in Great Britain was greatly 
stimulated by the war and by the demon- 
stration of the close connection between 
industry and warfare. As early as 1916 
the subject of tariff protection for cer- 
tain essential industries was treated by a 
Parliamentary committee and a mem- 
ber of the Cabinet publicly promised 
protection for the dyestuff industry. But 
while the basis of the movement was the 
striving for industrial self-sufficiency, 
considerable emphasis was also laid on 
the desirability of extension of pref- 
erence to the dominions and colonies, 
which was quite natural considering the 
genesis of the tariff reform movement 
under the Chamberlain régime. An 
even earlier indication of the effect of 
the war on the tariff policy of Great 
Britain is found in the provision in the 
1915 budget for a duty of 33-1/3% ad 
valorem on _ passenger automobiles, 
watches and clocks, and musical instru- 
ments, and a specific duty on cinemato- 
graph films. This action was ascribed 
to a desire to discourage the use of the 
financial and tonnage resources for the 
importation of non-essentials and luxur- 
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ies. The fact that these rates are still 
in effect would justify the supposition 
that protectionist motives have not been 
without effect on their retention. The 
imperial preference element is evident 
in the Finance Act of 1919 with its pro- 
vision for a preferentia! reduction of 
duty on a number of commodities of 
more or less importance in Imperial 
trade, such as tea, coffee, sugar, wines, 
motor cars, musical instruments, and 
clocks and watches. In 1920 we see the 
culmination of the dyestuff agitation in 
the form of the Dyestuff (Import Regu- 
lation) Act, which prohibited the im- 
portation of all synthetic organic dye- 
stuffs and intermediates, except under 
licenses to be issued by a special com- 
mission. The wide-spread discussion of 
the dyestuff industry in its relation to 
modern warfare and the general use of 
import prohibitions during the war and 
the immediate post-war period make it 
rather difficult for us to realize the full 
significance of the Dyestuff Act when 
adopted by a country with the free trade 
traditions of Great Britain. 

In the Safeguarding of British In- 
dustries Act, 1921, we find a combina- 
tion of motives—protection for the en- 
couragement of industries considered 
essential from a national standpoint as a 
result of the World War experience, 
and an attempt to protect British in- 
dustry in general against the dumping 
by countries enjoying the stimulus to 
export trade involved in a depreciated 
currency. The measure provides for a 
33-1/3% ad valorem duty on the prod- 
ucts of the so-called “key” industries— 
optical glass, laboratory apparatus, 
scientific instruments, magnetos, hosiery 
needles, and so forth; in addition, there 
is a general anti-dumping clause which 
authorizes the imposition of a duty up 
to 33-1/3% ad valorem on goods of any 
kind, other than food or drink or the 


products of any part of the British Em- 
pire, which are sold or offered for sale 
in the United Kingdom (a) at prices be- 
low cost of production, or (b) at prices 
which, by reason of the depreciation of 
the currency of the country of origin, 
are below the prices at which similar 
goods can be profitably manufactured 
in the United Kingdom. The first part, 
dealing with the protection of “key” 
industries, is to remain in effect for five 
years from October 1, 1921. Any order 
for the imposition of countervailing 
duties on account of sale below cost of 
production may remain in effect for a 
period not to exceed three years, but may 
be renewed from time to time by an order 
issued under the same conditions as the 
first order. An order for the imposition 
of countervailing duties on account of 
depreciation of foreign currency is valid 
only for three years from the passing 
of the Act. The issuance of an order 
for countervailing duties under Part II 
is subject to an investigation by the 
Board of Trade and a special com- 
mittee and final approval by the Board 
of Trade and the Cabinet. The 
orders so far issued on the basis of cur- 
rency depreciation affect German fabric 
gloves and glove fabrics, certain kinds 
of glassware, enameled and aluminum 
hollow ware, and gas mantles. 

If we are to evaluate the Dyestuff and 
Safeguarding of Industries Acts as mani- 
festations of the post-war protectionist 
policy of Great Britain, we must keep 
in mind the fact that both measures are 
intended to deal with special conditions, 
that they were adopted during a Coali- 
tion régime, and that they are to remain 
in effect for a comparatively short 
period. Some trustworthy observers 
are of the opinion that the latter mea- 
sure was the high-water mark of British 
protectionism and that, in the absence 
of some unforeseen complications which 
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may call for an extension of the policy 
of protection for some industries, there 
will be a return to the pre-war Free 
Trade régime. While this may be a 
correct forecast, we must always keep in 
mind the close relations between tariff 
reform and Imperial Preference and the 
pressure for protection for the benefit 
of the colonies and dominions. 


Continental Tariff Policy 


When we turn to the principal con- 
tinental countries, we find that their 
tariff régimes are of a frankly provi- 
sional character. France and Italy are 
now making preparations for a substan- 
tial revision, evidently to replace the 
more or less temporary changes made 
since the Armistice. The Spanish tariff 
of 1921, which represents radical 
changes from the pre-war tariff and has 
served as a basis for the conclusion of a 
number of treaties, embodies a feature 
like the surtaxes for currency deprecia- 
tion, which detracts from its stability. 
The underlying motives of the tariff 
policies of the more important conti- 
nental countries of Europe seem to be 
an attempt to protect their industries 
under the present trying conditions, to 
keep away as far as possible from treaty 
commitments of a more or less perma- 
nent nature, and to keep their tariffs in 
a flexible condition easily adjusted to 
sudden changes. Some of the important 
continental countries like France, Italy 
and Spain, denounced their commercial 
treaties shortly after the Armistice, with 
a view to preparing for a revision of 
their tariffs and treaty relations. 

In going over the list of treaties con- 
cluded by European countries within the 
last few years, one is struck by the large 
proportion of treaties of a provisional 
character, with a life of one year or 
less and subject to denunciation on a 


few months’ notice. The majority of 
those treaties have been negotiated by 
the new states and usually provide 
for general most-favored-nation treat. 
ment. Even in the case of an important 
treaty like that between Great Britain 
and Spain, signed on October 31, 1922 
the period of duration stipulated is three 
years, with a six months’ notice of de- 
nunciation. 


Currency Depreciation and Tarif 


Another striking feature of a number 
of the European tariffs is the use of 
some device, such as a surtax or co- 
efficient, intended to add to the flexibility 
of the basic rates of duty prescribed by 
the tariff, so as to enable the govern- 
ment to adjust them either for the pur. 
pose of counteracting the fall in revenue 
or lowering of protection that may re- 
sult from the depreciation of the coun- 
try’s currency, or to provide the neces- 
Sary protection against the intensified 
competition due to the depreciation of 
the currency of the exporting country. 
While it is true that depreciated ex- 
change was not unknown before the war 
and that, in a number of countries, the 
fact was recognized by a requirement 
for the payment of duty entirely or part- 
ly on a gold basis in accordance with 
current rates of exchange, the present 
wide-spread recognition of the exchange 
factor in rate construction, and particu- 
larly the attempts to counteract dump- 
ing by countries with greatly depreciated 
currencies, may be regarded as new de- 
velopments in the technique of tariff con- 
struction, owing their appearance to the 
economic demoralization of the World 
War. A brief description of the man- 
ner in which the exchange factors are 
embodied in the tariffs of two continen- 
tal countries like France and Spain, for 
instance, will assist us to a better under- 
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standing of the new phenomenon, which 
may remain with us much longer than 
was at first anticipated. 

According to an official statement, the 
system of ad valorem surtaxes was first 
introduced in June, 1919, in the French 
tariff, soon after the abolition of the im- 
port prohibitions, with two objects in 
view: first, to restore the pre-war level 
of protection, which had been greatly 
lowered by the rise in prices and the con- 
sequent reduction in the ad valorem 
equivalent of the specific rates; and sec- 
ond, to make up the deficiency in revenue 
resulting from the depreciation of the 
franc. It was soon discovered that the 
administration of the law was too com- 
plicated on account of the ad valorem 
character of the surtaxes, and in the fol- 
lowing month it was replaced by a sys- 
tem of coefficients providing for the 
multiplication of the basic rates of the 
tariff by coefficients ranging from 1.1 
to 3. The coefficients have since been 
changed frequently, and it is not im- 
probable that a thorough revision of the 
tariff will eliminate them entirely by in- 
creasing the basic rates so as to take 
care of the currency depreciation and 
the protection element. In addition to 
the system of coefficients, France also 
adopted in March, 1921, an increase in 
the general rates of duty on a large num- 
ber of articles, avowedly for the purpose 
of meeting the competition from coun- 
tries with depreciated currencies, not- 
ably Germany. 

In Spain the predominant motives in 
the tariff revision since the Armistice 
have been the desire for additional pro- 
tection and the discouragement of im- 
ports for the purpose of relieving the 
pressure on Spanish exchange. There 
were, of course, other motives, such as 
retaliation against the French increase 
in duty on wines, and the desire to in- 
duce other countries to negotiate new 
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treaties to replace those abrogated in 
1921. An anti-dumping device to take 
care of the competition from countries 
with depreciated exchange was provided 
for in June, 1921, in the form of a sys- 
tem of surtaxes expressed in percentages 
of the basic duty and adjusted to the de- 
gree of depreciation in the currency of 
the country of origin. 

The prevalence of the surtax or co- 
efficient system may be judged from the 
fact that it is now in force in at least 
thirteen European countries. 


European Tariffs and U. 8. Trade 


It is believed that the above illustra- 
tions are sufficient to indicate the general 
character of the tarifis at present in 
force in some of the most important 
commercial countries of Europe; it is 
quite needless to stress the contrast with 
the pre-war tariff system. In conclusion, 
it is desired to point out briefly the bear- 
ing of the whole European tariff situa- 
tion on the foreign trade of the United 
States and to make a plea for a more 
intelligent interest in foreign tariff 
policies on the part of our business men, 
particularly during the process of tariff 
revision in the United States. It is not 
meant to imply that the average Amer- 
ican exporter is indifferent to the tariff 
treatment accorded in foreign countries 
to his product. Quite the contrary! 
From the experience of the Foreign 
Tariff Division of the Bureau of 
Foreign and Domestic Commerce, we 
are inclined to the belief that in many 
instances the American exporter lays 
too much stress upon the tariff factor in 
the country of destination; or perhaps 
we should say, he is not sufficiently dis- 
criminating in the matter of foreign 
tariffs. He does not always distinguish 
between a high duty on an article not 
manufactured within the country and 
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applying to all foreign countries, and a 
similar duty imposed for the protection 
of a domestic industry, applied to some 
foreign countries and reduced in favor 
of others. What we have in mind is 
the lack of interest in tariff policies 
which prevents the average exporter 
from getting a better insight into the 
tariff relations between various coun- 
tries, so as to enable him to judge what 
he may expect from them in the way of 
tariff treatment for his goods, given a 
certain tariff policy on the part of the 
United States. 

This is well illustrated by the present 
tariff situation in the United States. Un- 
der the Tariff Act of 1922 our tariff 
relations with other countries are gov- 
erned by Section 317, which authorizes 
the President to take certain retaliatory 
measures against countries which dis- 
criminate directly or indirectly against 
the commerce of the United States. 
This provision implies that the United 
States does not claim any special favors 
for American products, but does expect 
most-favored-nation treatment in ex- 
change for similar treatment of foreign 
products in the United States. Since 
there is no provision in the tariff au- 
thorizing the Executive to grant reduc- 
tions in duty in exchange for special 
concessions to the United States, the 
bargaining provisions adopted by the 
House having been eliminated by the 
Senate, the United States is not in a 
position to obtain such concessions un- 
less they are granted voluntarily. There 
are, however, a good many American 
manufacturers interested in export trade 
who do not realize the full significance 
of Section 317 and are inclined to ask 
the Government to try to obtain reduc- 
tions in duty on their particular product, 
regardless of the fact that no such re- 
ductions have been granted to any other 
country. 


There is no doubt that a better ac. 
quaintance with that phase of the tarif 
situation on the part of the American 
business man would inevitably influence 
the attitude of Congress towards those 
provisions of the tariff that have a bear. 
ing on our international tariff relations, 
even granting that for years to come 
the tariff will probably be treated pri- 
marily as a domestic issue in the United 
States. 

It is quite evident that there is a cer. 
tain lack of adjustment between our 
commercial and our tariff relations with 
foreign countries, a lack which is quite 
comprehensible when we consider the 
relation of our foreign to our domestic 
trade and also the fact that a consider- 
able proportion of our exports still con- 
sists of raw materials and foodstuffs 
which, under ordinary conditions, can be 
marketed without any active tariff nego- 
tiations on our part; a mere assurance 
of most-favored-nation treatment is gen- 
erally sufficient. Our export trade in 
manufactured products, and particularly 
in specialties, generally requires a more 
careful handling; in fact, in some cases, 
where the product involved is an Amer- 
ican specialty not manufactured to any 
considerable extent, if at all, outside the 
United States and requiring a consider- 
able sales effort for its introduction in 
foreign markets, a mere guarantee of 
most-favored-nation treatment may be 
of little use, since no other country is 
likely to be sufficiently interested in the 
product to pay for a tariff concession 
or a favorable classification which 
would be granted also to us on the most- 
favored-nation basis. 

Take, for example, such typical 
American products as cottonseed oil, 
typewriters, office furniture, automo- 
biles of a certain kind, which either are 
not produced at all by other countries 
or not in sufficient quantities to justify 
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such countries in making a sacrifice to 
secure special tariff reductions. In such 
cases, if the country most interested in 
the exportation of those products—i. e., 
the United States—is not in a position 
to negotiate treaties providing for special 
concessions, the articles will be subject 
to the general rates of duty, which are 
apt to be rather high because the for- 
eign countries involved were interested 
either in protecting a competitive domes- 
tic product (olive oil, for instance) or 
in obtaining more revenue. In some 
cases a third factor may enter, an at- 
tempt to induce the interested country 
to negotiate a treaty. It should be 
pointed out that some countries have re- 
duced tariff bargaining to a fine art; the 
wording of the tariff items in treaties 
is carefully worked out, the concessions 
are specialized in such a way that they 
are confined as far as possible to the 
country with which the treaty is nego- 
tiated and that the other countries, 
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which are entitled to the same conces- 
sions on the basis of most-favored-na- 
tion treatment, will gain as little as 
possible. Such a policy is particularly 
effective when enforced against a coun- 
try seeking a foreign outlet for special- 
ties and products which can be easily 
distinguished from competing products. 
Under such circumstances, it is quite 
conceivable that, in the case of some 
American products, a bargaining clause 
which would enable us to take the initia- 
tive in obtaining tariff concessions spe- 
cially adapted to our needs might be of 
considerable value. Under the present 
tariff, the utmost that we can expect is 
a guarantee of the lowest rates granted 
to any other country. The experience 
with Section 317 of the Tariff Act 
of 1922, which authorizes retaliation 
against countries refusing to grant the 
United States most-favored-nation treat- 
ment, will be a good test of the ade- 
quacy of our present tariff policy. 


OPERATING PROBLEMS OF BRANCH SALES 
ORGANIZATIONS 


By HARRY R. TOSDAL 


r I “WHE character of the branch sales 
organization and the extent and 
nature of its operations are vital- 

ly influenced by the philosophy which 

underlies its management by sales head- 
quarters. An examination of the: rela- 
tions of branch offices to sales headquar- 
ters discloses the existence of two 
opposing theories. First, not a few im- 
portant and successful concerns hold 
that the branch is merely a field exten- 
sion of the headquarters of the selling 
organization to be as strictly controlled 
and directed with as much detai! as 
though it were a subordinate depart- 
ment in the home office. The manager is 
responsible only in a vague way for re- 
sults, but very strictly for following de- 
tailed instructions and making detailed 
reports as to his actions. Branch man- 
agers are ordinarily very carefully con- 
trolled and closely restricted. It may 
be contended that the compliance with 
thought-out instructions will for the 
average branch manager make for 
higher performance than if he is left to 
his own devices and to his own initia- 
tive. Furthermore, strict control im- 
plies that sales headquarters will haye 
at all times accurate and detailed in- 
formation as to the actions of branch 
organizations. Variations from ex- 
pected results can be quickly perceived 
and, wherever necessary, remedial 
measures may be applied. There is, of 
course, much truth in the contention that 
it is easier to secure men who will work 
satisfactorily when carefully controlled 
than to secure men who can be depended 
upon to obtain results without detailed 


supervision. However, to exercise the 
necessary control may be costly, whether 
measured in terms of effort or in terms 
of red tape, delay, and general in- 
flexibility of the branch organization. 
Too severe restriction will kill initia- 
tive and make it ordinarily possible to 
retain only those men who are lacking 
in this quality. 

Opposed to the policy of restriction 
is the theory that the sales branch is a 
separate territorial selling organization 
to be operated as nearly like an inde- 
pendent enterprise as possible. The 
branch manager is held fully respon- 
sible for results, which are measured 
by profits, and is given a wide latitude 
of action restricted only by the few 
broad general policies of the company 
necessary for carrying out its funda- 
mental purposes. The chief advantage 
of such organization is that it attracts 
a superior type of manager with greater 
initiative, often resulting in increased 
sales and larger profits. The amount of 
control is reduced and expense likewise 
lessened, though on the other hand the 
compensation which must be given to 
such managers must be increased to cor- 
respond with their larger responsibili- 
ties. The difficulty of securing men of 
sufficient ability implies that greater 
risk attaches to this type of manage- 
ment than to a strictly controlled man- 
agement. The incompetent or dis- 
honest branch manager may cause very 
large losses before he can be checked. 

The great variety, which strikes one 
so forcibly in examining the field organ- 
ization of American business concerns, 
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-enders it difficult to classify branches or 
+o find features which are common to 
more than restricted groups. In impor- 
cance branches vary from a group of two 
or three salesmen under a squad leader 
to the subsidiary concern conducting a 
volume of business amounting to many 
millions of dollars a year and perform- 
ing all the merchandising functions for 
which the manufacturer is responsible.’ 
Branches exist primarily as selling units, 
but there are many concerns which in 
addition make it a practice to carry 
stock in branches for filling orders more 
promptly and more economically than 
from the plant. A few concerns have 
branches which are used exclusively for 
carrying stock and making shipments, 
the purpose being mainly that of saving 
transportation costs by sending goods in 
carload lots to strategically located 
warehouse points. They are not selling 
branches, though they may be controlled 
by the sales department. Most certainly 
they participate in performance of mar- 
keting functions. Other concerns main- 
tain branches which perform no selling 


‘The data upon which the subsequent state- 
ments as to practice are based were collected for 
the most part during the year 1922 from several 
scores of manufacturers in varied lines of trade. 
Che writer wishes to acknowledge in particular 
the assistance of Mr. M. V. Doten in the collec- 
tion of material. 


*If the number of branches is large, it may 
be necessary to provide field supervision of 
branches just as branches and headquarters pro- 
vide field supervision of salesmen. In the largest 
concerns there are branches which report to cen- 
tral sales headquarters and branches which report 
to other superior branches. 


_ Closely allied to the functional classification 
is the classification of branches upon the basis of 
products sold. Perhaps the majority of branches 
carry exclusively the products of the controlling 
manufacturer, but there are many branches which 
carry mainly products of the controlling manu- 
tacturers and add certain lines to supplement their 
own or to cut down the burden of overhead costs. 
Lastly, there are some few companies in which 
the bulk of stock carried by sales branches is pur- 


chased for resale, only a small part being manu- 
factured., 
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functions, being operated purely for the 
sake of rendering the expert advice 
which distributers or other branches are 
not in a position to offer. Here again 
the service is from one point of view a 
sales auxiliary. In the large organiza- 
tion handling a variety of products, 
branch organizations may be established 
for each of a line of products, or special 
branches may be established for sales 
or for service. The extent to which 


subdivision will take place will depend, 
of course, upon the size of the concern, 
the similarity or dissimilarity of the 
lines carried, and the character of the 
relationship between the different ser- 
vices for which field organization is to 
be provided. ° 


I 


The approach to the study of the 
operating problems of sales branches 
is facilitated if one has clearly in mind 
the relationship which is maintained be- 
tween headquarters and branches. The 
division of responsibilities between home 


The organization and the operating problems 
are directly affected by the distribution policies 
of the manufacturer, particularly the policies which 
have to do with distribution channels. The branch 
organizations studied might be roughly classified 
upon the basis of their distribution policies as: 

(a) Branches which sell direct to consumers, 
either in exclusive territories or in competition 
with retailers; (b) branches which sell to re- 
tailers, either competing with or taking the place 
of jobbers; (c) branches which sell to jobbers 
but not to retailers, although orders may be taken 
by manufacturers’ salesmen and turned over to 
jobbers; (d) those selling to two or more classes 
of distributers. 

In the great majority of branch organizations 
the branch is a part of the parent company, but 
there are instances in which legal or other con- 
siderations have caused the parent company to 
organize its branch as a separate or subsidiary 
corporation owned, or at least controlled, by the 
parent company. Instances can even be found 
in which the affiliated concern is not controlled 
by the parent company, but the branch is created 
by contractual relationship between the manufac- 
turer and the owners of the branch. 
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office and branches, the character of 
accounting and control methods, and 
the management of organization per- 
sonnel are all subject to wide variation. 
To steer a true course between the sands 
of red tape and the reefs of insufficient 
control is a difficult task; no charts or 
rules are available. On the one hand 
detailed control too often means de- 
tailed reports and a large amount of 
clerical work, which in many cases has 
to be performed by the branch man- 
ager himself—an uneconomical prac- 
tice, because it frequently subtracts just 
so much time and energy from more 
productive selling work. It may be just 
as undesirable to overload the branch 
manager with detail as to overload an 
executive at headquarters. Insufficient 
control results in losses, which vary in 
amount with the ability, industry, and 
dependability of branch managers and 
personnel. 

Many branches are in substance in- 
dependent units, encountering all the 
problems of merchandising enterprises. 
There are problems of purchasing, both 
of stocks for resale and of supplies and 
equipment; there are problems of sell- 
ing relating to advertising and personal 
salesmanship; there are problems relat- 
ing to the handling of orders and the 
delivery of goods; there are problems 
of finance, including financing of credits, 
the financing of inventories, and the 
financial relationships of branches with 
the home office. Not infrequently there 
are problems of technical service re- 
quired to maintain increased sales and 
good-will. And, finally, there are prob- 
lems of accounting and control. 

Study of the practices of individual 
concerns reveals differences even greater 


* There seems to be a decided trend toward the 
functional organization of accounting whereby the 
accounting officer of the branch is made primarily 
responsible to the chief accounting official at head- 
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than those in organization. There js 
no such thing as a typical branch. 
Neither can one speak of standard prac. 
tice in the operation of branches. One 
can go little further than to point out 
the variation in practices, the considera. 
tions which seem to underlie the prac- 
tices adopted by particular concerns, and 
a few of the problems which await sol. 
tion. 


II 


The personnel of a sales branch de. 
pends, of course, upon the functions 
which are to be performed by the 
branch. What maybe called a branch 
by one concern may not have even a 
branch manager, the branch being 
merely the headquarters for a group of 
salesmen, each managed directly by the 
home office. On the other hand, the 
branch organization may be a complete 
and complex business organization in- 
cluding all ranks of both functional and 
line executives. The branch organiza- 
tion as ordinarily constituted consists of 
a branch manager, possibly with assist- 
ant and departmental managers, sales- 
men, and such clerical assistants as may 
be necessary. To these may be added 
functional branch executives, such as 
branch credit manager or branch ac- 
countant, depending upon the general 
plan of company organization.‘ In 
practically all the concerns studied the 
branch manager is chosen by the home 
office, unless the branch happens to be 
subordinate to some superior branch. 

Upon no other operating problem is 
there such agreement as upon the alloca- 
tion of responsibility in handling branch 
personnel. The branch manager is, in 
the great majority of cases, made par- 





quarters rather than to the branch manager. In 
one of the firms studied, branch credit men, branch 
accountants, and branch advertising men are made 
primarily responsible to functional officials in the 
home office. 
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tially or wholly responsible for hiring 
and firing. For this reason, as well 
as for many others, the selection of the 
branch manager is of highest impor- 
tance. While he must have ability to 
manage men, must understand the prob- 
lems of salesmen and be able to sym- 
pathize with them, he must not lose 
sight of the fact that his work is of an 
executive nature and that he must man- 
age the salesmen in such a way as to 
coordinate personal salesmanship with 
other means of selling. He must direct 
the whole of his selling operations in 
such a way as to conform to the general 
plans for the development of the en- 
terprise. 

The sales force, sales foremen, and 
junior executives in the home office are 
the chief sources of supply of branch 
managers to be found within an organ- 
ization. However, not a few concerns 
are experiencing considerable difficulty 
in the successful operation of .branches 
because they fail to recognize that the 
all-too-common practice of rewarding 
successful salesmen by appointment to 
branch managerships is not conducive 
to efficiency of branch organization. 
Likewise, the successful executive wishes 
to provide that men may be promoted 
for faithful and successful service. Con- 
sequently, the desire to reward success- 
ful salesmen by appointing them branch 
managers is understandable; but such 
promotions have often failed to benefit 
either the firm or the salesmen them- 
selves. One large firm which, partly 
as the result of a definite policy of pro- 
motion from its sales force and partly 
because of its rapid growth in the years 
1917-20 had taken most of its branch 
managers from the ranks of salesmen, 
discovered a year ago that it was losing 
its relative position in the trade. Closer 
examination disclosed constant friction 
and disorganization in a number of its 


branches, which militated against the 
development of a morale in the sales 
force precisely at the time when it was 
most needed. To lack of ability to man- 
age men on the part of promoted sales- 
men and to jealousy and lack of respect 
on the part of those not promoted 
was ascribed this state of affairs. The 
salesman who is promoted from the 
ranks to become branch manager, pos- 
sibly in charge of the hiring and firing 
of those who were formerly his asso- 
ciates, must have more than average 
ability in managing men in order to 
overcome his handicap. 

Sales ‘‘foremen,”’ > squad supervisors, 
and others who have successfully dis- 
charged their limited responsibility in 
working with salesmen, constitute a 
much superior source of supply. Success 
as a sales foreman is a good, but far 
from complete, indication of success or 
failure as a branch manager. A fore- 
man’s lack of the business judgment 
needed in many branch management 
positions may not crop out in the spe- 
cialized work of the sales foreman. 
Not a few manufacturers prefer to 
train men taken from outside—in many 
cases directly from colleges and uni- 
versities—for branch managerships. 
While some experience in traveling is 
desirable, the period is made short 
enough so that pet prejudices and pre- 
conceived notions of salesmen are not 
absorbed. A period in the home office, 
followed by a period in a large branch 
as assistant to the manager, is some- 
times made preliminary to placing the 
candidate in a branch managership. 

There is no agreement as to the 
method of selection of the branch man- 
ager, neither is there any agreement as 
to the way in which he should be com- 


5 Cf. “The Field Organization of the Sales De- 
partment,” HARVARD Business Review, Vol. I, Page 
314. 
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pensated. While straight salary is by 
far the most common method, a large 
number of concerns prefer to combine 
smaller salary with a commission ar- 
rangement or to make the branch man- 
ager a semi-independent agent by giv- 
ing him commission upon all business 
done in his territory. Not infrequently, 
as is the practice of some office appliance 
concerns, the branch manager receives 
a lump commission on sales from which 
are to be paid commissions to the sales- 
men hired by him and the expenses of 
maintaining his office, the balance con- 
stituting his compensation. 

As mentioned above, the selection of 
salesmen is generally left to the branch 
manager, with results ranging from good 
to distinctly bad. It is evident that the 
ability of managers to select capable 
salesmen varies widely and that, while 
one branch manager may be successful 
in selecting good men, another may be 
totally unsuccessful and his branch may 
be unsuccessful on that account. A few 
firms undertake the selection of all the 
men for assignment to branch offices. 
While the selection by the branch man- 
ager of his salesmen places the respon- 
sibility for the performance of his sales- 
men squarely upon him, selection by the 
home office fails to accomplish this re- 
sult. Salesmen assigned to a branch 
manager without having secured his 
approval operate under a_ handicap. 
The branch manager is not so willing 
to work with and try to develop the 
men who are assigned to him as those 
whom he has hired and for whom he 
feels a personal responsibility. One 
reasonable solution of the difficulty is 
a compromise whereby the candidates 
for the position of salesmen are pro- 
posed by the branch manager and the 
unfit are eliminated in consultation with 
headquarters by mutual consent. The 
branch manager makes his own choice 


from the approved candidates. The 
elimination process may also be car. 
ried on periodically in training schools 
held at the various branches, at which 
an opportunity is given to observe can. 
didates for salesmen’s positions. Some. 
what less satisfactory results may be 
secured by careful determination by the 
home office of the desired qualifications 
for salesmen and the preparation of 
specific directions for the branch man. 
ager to prevent him from making at 
least the most obvious errors in the 
selection of men. 

With respect to the training of sales. 
men, enterprises which have a branch 
sales organization will usually fall into 
one of two groups: (1) Those concerns 
where recruits to the sales force are 
sent from the branch office to a train- 
ing school at the plant or sales head- 
quarters, as well as those in which the 
training school is decentralized and 
short sessions or courses are held at the 
various branches. (2) Those in which 
no definite course of instruction is given 
by the general officials. The branch man- 
ager provides his own training school or 
classes, in some cases with the assistance 
of the home office, in others, the branch 
manager may determine fully the type 
and amount of training to be offered. 
Under the second plan it is obvious 
that the incompetent branch manager 
will neglect the training of salesmen, 
while under the first plan the administra- 
tion of the training by the central office 
will tend to prevent such neglect. Where 
the training period is necessarily long, 
decentralization of training may not be 
expedient. Where the emphasis is laid 
mainly upon selling methods and not 
upon the knowledge of a complex prod 
uct, it is usually better to bring the 
training to the branches than to incur 
the expense of bringing men to the 
central office. 
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Two opposing policies and innumer- 
able compromises are to be observed 
in branch credit management. On the 
one hand, the branch may be given full 
authority to pass upon the credit appli- 
cations which come to it in the course 
of its business. On the other hand, 
not a few companies require that all 
credits be approved by the home office, 
a practice which may be the result of a 
definite policy, but which occasionally 
may reflect the distrust in a particular 
branch manager’s judgment. The de- 
termination of the policy regarding 
branch credits will depend, first of all, 
upon the nature of the control desired 
by headquarters. Careful and detailed 
control and centralization of respon- 
sibility will call for the visa of credit 
applications by the home office. The 
importance of promptness of passing 
upon credit applications and the average 
number and size of orders will also have 
It follows that the 


a direct bearing. 
smaller the average order and the larger 
the number of orders, the more likely 


it is that decentralization will be 
favored to simplify management. It is 
evident also that if a manufacturer has 
gone to the expense of establishing 
branch stocks or warehouses to insure 
prompt delivery, it would be inconsist- 
ent to hold up delivery because of the 
credit system which required the ap- 
proval of the home office before ship- 
ment could be made. Obviously, this 
objection disappears if orders are to be 
filled from the plant or home office. 
Irrespective of these conditions, the 
question of credit jurisdiction cannot be 
discussed satisfactorily without going 
into the relative fitness of the home 
ofice and the branch to pass upon 
credits. In any comparison it is fair to 
assume that at the home office credits 
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are approved by the credit manager in 
the larger concerns—or by a prominent 
official who combines credit with other 
duties in the smaller concerns. The 
branch manager—or, in larger branches, 
the branch credit man—will pass upon 
applications in the branch. Two points 
need to be considered in judging 
relative fitness: first, the nature and ex- 
tent of the information available as a 
basis for credit judgment; and, sec- 
ondly, the judgment of the credit man- 
ager or branch manager in making de- 
cisions upon the basis of the informa- 
tion available. Assuming that the 
branch manager is provided with the in- 
formation furnished by various credit 
and mercantile agencies and credit in- 
terchange bureaus, he undoubtedly is in 
a better position to get information 
concerning a particular applicant and to 
learn currently the facts which influence 
the credit capacity of those who are the 
recipients of credit accommodation. In 
the smaller branches, however, it might 
not be economical to provide such infor- 
mation for the few credit applications 
which come in, and without such infor- 
mation evidently the branch manager is 
at some disadvantage. However, the 
credit manager at the home office, with- 
in the limits of facts known in concrete 
cases, may be presumed to_ possess 
superior or at least more seasoned judg- 
ment than the branch manager. Further- 
more, he may devote his whole time to 
credit work while the branch manager 
may allow pressure of other duties to 
interfere and cause neglect or careless- 
ness in handling credits. 

The solution of the problem arrived 
at by many concerns, which wish to 
place responsibility upon the branch 
manager and relieve the home office of 
such detail as cannot be performed 
more efficiently at headquarters than at 
the branch, is a compromise intended to 
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eliminate the greatest risks. The branch 
manager or branch credit manager is 
given the responsibility of passing upon 
credit applications within fixed limits. 
He may be given full authority to pass 
upon all applications below a given 
amount, application for larger credits 
to be passed upon finally by the home 
office. It follows logically that the 
branch which is given power to pass up- 
on credits should likewise be made 
responsible for collections, but the re- 
verse does not hold true, for not in- 
frequently the office which does not pass 
upon credits is held more or less ac- 
countable for collections in branch ter- 
ritory, or at least for reporting infor- 
mation affecting collections. There can 
well be difference of opinion upon the 
wisdom of compelling branches to make 
collections, except when special men 
can be assigned to the work, a differ- 
ence of opinion which is similar in 
nature to that regarding the making of 
collections by traveling salesmen. If 
the branch is a pure selling branch with 
no responsibility for credits, then it 
might well be argued that to compel the 
individual salesman to make collections 
or to make the branch manager as its 
selling executive responsible for collec- 
tions is to divert energy and ability 
which could be better and more profit- 
ably used in pure selling work. Whether 
such division of labor is profitable or 
not must be determined in each partic- 
ular case by reference to the usual 
factors, which ultimately rest upon the 
amount and importance of each kind of 
work to be performed. It is undoubted- 
ly true that in smaller concerns it would 
be uneconomical to set up a functional 
credit organization with members in the 
sales branches; in larger branches it 
might be most uneconomical not to have 
specialized and expert credit and. col- 
lection assistance. 
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It is a striking fact that the risk of 
loss in handling funds—not by any 
means the most important risk jp 
launching a branch—is often given more 
attention than the more important 
though less concrete risks. In the 
handling of funds which come into the 
hands of the branch manager, methods 
vary widely from the branch in which 
there is no control over funds whatso- 
ever, the accounts and regular profits 
being made the basis for judgment after 
the success or failure of the branch, to 
that in which no funds whatever are 
handled by the branch. The common 
method, however, provides a working 
fund arrangement whereby all receipts 
go into one fund under the control of 
the home office and all expenditures, ex- 
cept possibly the salary of the manager, 
come out of a second fund. The second 
or working fund from which the ex- 
penditures of the branch are paid is 
replenished from time to time by the 
home office upon receipt of accounts 
and vouchers to show the depletion of 
the fund. 

The operation is much similar to 
that of a petty cash fund, although 
the amounts involved are usually very 
much larger. This method has the 
very considerable advantage of strict 
control of receipts, while permitting the 
branch manager to make expenditures 
without the trouble and delay incident 
to requiring previous detailed approval 
by the home office. The method is ob- 
viously a compromise between the two 
extremes, both of which are found in 
practice; namely, the handling of all 
money, both receipts and expenditures, 
directly by the home office on the one 
hand and full control of receipts and ex- 
penditures as an independent business 
on the other. The first extreme is com- 
monly used where the branch is merely 
the headquarters for a group of sales- 
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men, each of whom is directly under the 
control of the home office. 


IV 


One of the first questions which 
arises when a branch is to be established 
concerns the carrying of stock. The 
carrying of stocks of merchandise for 
immediate shipment is, of course, ex- 
pensive in terms of interest upon capital 
invested, sometimes in terms of depre- 
ciation and deterioration, as well as 
in terms of expense of maintaining and 
controlling such stocks. If the decision 
is favorable to carrying stock, the ques- 
tion next arises as to how much stock 
shall be carried, decision upon which 
will depend upon the nature of the prod- 
uct, the distance from sources of supply, 
and the length of time required to se- 
cure goods after requisition has been 
made for replenishment of  stocks.® 
Many concerns have found that branches 
vaccilate between carrying too limited 
stock and carrying too much—between 
the situation in which sales are lost be- 
cause of frequent stock shortages and an 
overstock which is expensive from many 
points of view. 


® The following extract from the branch manual 
of a prominent manufacturer illustrates good prac- 
tice: 
“6. Inventory. 


“The Branch will keep a well-assorted stock of 
sufficient volume to take care of the demands of 
its trade, but is warned against carrying unneces- 
sary stock; first, because the Branch is charged 
interest on the value of the stock, and second, 
because it ties up capital, which oftentimes pre- 
vents the Company from authorizing the Branch 
to take advantage of opportunities for making a 
profit which would otherwise be possible. A bal- 
ance of stores record will be kept showing bal- 
ance on hand at time of inventory, orders for 
stock, receipts, withdrawals, and balances. There 
will be established for each item a maximum and 
minimum, based on actual sales. Balance of stores 
records will be verified by physical count as the 
stock is reduced to countable condition. Between 
October 1 and December 31, all items that have 
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The amount of stock to be carried is 
usually determined by the branch man- 
ager in the consultation with the home 
ofice. The method of replenishment 
of stocks varies, of course, with the con- 
cern, the ordinary method being to 
place requisitions for new stock, al- 
though in not a few cases, according to 
the methods of accounting, the requisi- 
tions are actually purchase orders. 
Stock branches usually keep their own 
inventories. To control the movement 
of stock carried by branches the home 
office may require the maintenance of 
a perpetual inventory,’ though the gen- 
eral practice is to require at more or 
less frequent intervals physical inven- 
tory. Other concerns have endeavored 
to prevent overstocks by charging the 
branch manager with interest upon 
stocks carried, such interest charges re- 
ducing profits and therefore affecting 
unfavorably the showing of a manager 
who maintains overstocks. In addition 
to interest on stocks, a few companies 
debit their branches with interest upon 
capital invested in the branches, some- 
times also with a proportion of admin- 
istrative overhead. When stock is sent 
to branches, varying practices likewise 





not been counted subsequent to July 1 must be veri- 
fied. 

“The Annual Inventory will be taken from bal- 
ance of stores records and priced at current re- 
placement cost. No Inventory Reserves will be car- 
ried on Branch books. 

“The total inventory value should turn over from 
four to six times a year. 


“7, Purchasing. 


“Orders for goods of our manufacture will be 
sent direct to the factories. Each shipment is 
billed separately by the factory, and invoices re- 
ceived by the branch. Invoices are listed on daily 
advice letters, one copy being sent to the General 
Office and one to the Branch. On the 8th, rsth, 
23rd, and last days of the month, the Branch will 
report to the Intercompany Accounting Section 
of the General Office the invoices for which ma- 
terial has been received into stock, in the case of 
stock orders; and those that have been rebilled, in 
the case of direct shipments. The charge to 
7 See next page for footnote 7. 
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prevail as to billings. Some concerns 
bill at cost prices, believing that if the 
accounts are kept straight the branch 
manager can determine what profit he is 
making and determine whether or not 
the business is paying. Other concerns 
bill at cost plus a manufacturing profit; 
this is especially true of companies which 
are strictly departmentalized, in which 
the effort is made to separate the various 
functional operations, to determine 
which are profitable and which are not. 
The manufacturing profit, however, 
may be set so high as to make it im- 
possible for the branch manager to show 
a profit on his selling operations, in 
which case not a little is to be said for 
the third method, whereby goods are 
billed at selling price. Operating under 
the cost methods the branch manager 
realizes at once that the branch profit 
and loss statement is as directly affected 
by volume of expenditures as by volume 
of sales. When goods are billed at sell- 
ing price, where fixed selling prices pre- 
vail, the branch manager can show no 
profit. While the method facilitates con- 





Footnote 6 continued from page 81: 


branch inventory, and to direct shipment cost of 
sales, will be built up from these advice letters, 
so it will be unnecessary to voucher invoices from 
our own factories. 

“Branch’s cost for stock will be the company’s 
current jobber’s price, with a further preferential 
of —%. Branch’s cost for direct shipments will 
be current jobber’s price, with a commission of 
—% (special sales at authorized prices lower than 
regular carry same commission), and further al- 
lowance to offset cash discount taken by custom- 
ers. The cash discount allowance will be com- 
puted once a year from previous year’s experience. 

“Orders for material not manufactured in our 
factories will be sent direct to the vendors. The 
original invoice will be sent to the General Pur- 
chasing Agent, and one copy to the Branch. When 
material is received into stock, material received 
report will be sent to the Intercompany Account- 
ing Section at the General Office; and in the case 
of direct shipments, notice that shipment has been 
rebilled to customer. 

“The General Purchasing Agent will keep 
branches posted regarding prices from sources of 


trol somewhat, it may not be conducive 
to the development of initiative and ex. 
ecutive ability of the branch managers, 
though task, quota or bonus plans may 
be devised to offset this influence. Ob. 
viously, discretion in fixing selling prices 
may be accorded to the branch manager 
under the first two plans, an impos. 
sibility when operating under the last. 
In the handling of customers’ orders 
the same variety of practice is revealed. 
In some concerns, branches accept, fill, 
and bill the orders; in others, the branch 
simply passes the order along to the 
home office. It is evident that the par. 
ticular method will depend upon the 
character of the branch as a pure sales 
branch or one combined with stock. and 
service features, the nature of the prod- 
uct sold, the accounting system in use. 
and the control policy of the central 
office. If strict control is desired, 
credits will be handled by the central 
ofice and orders must be sent there for 
credit and approval, perhaps for filling 
and billing as well. If the branch car- 
ries stock, the handling of the order is 





supply that have been designated by him. This 
record will be in the form of a purchase cost 
bulletin. 

“Before ordering any material for stock, the 
Branch will consult its balance of stores record 
and the order will be approved personally by the 
Manager or Assistant Manager. A copy of all 
orders on our own factories for stock will be sent 
to the Manager of Branch Houses. One copy of 
all orders on outside vendors will be sent to the 
General Purchasing Agent. 

“Local pickups and material or services charge- 
able to expense may be bought from any source 
satisfactory to the Branch Manager. Invoices 
will be received in duplicate, checked and vouch- 
ered by the Branch. One copy of the invoice, with 
material received report attached (except invoices 
for services, which will be approved by the Man- 
ager or Asst. Manager), will be sent to the Inter- 
company Accounting Section, General Office, to 
support disbursements from the Manager's Fund.’ 


7 Sometimes a duplicate of the perpetual inven- 
tory will be kept in the home office, but the cost 
of such a system is ordinarily disproportionate ‘ 
the benefits received. 
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more apt to remain in the hands of the 
branch, although warehouses may be 
maintained even when handling of the 
order is directly under the control of 
the home office in order to effect trans- 
portation savings. Billing by the branch 
makes for quicker collections, greater 
accuracy, and prompt adjustment of 
errors, though undoubtedly it may not 
be performed with such economy of 
labor as in the home office. 

The control of branch offices by head- 
quarters is usually accomplished by 
means of personal inspections and 
audits, accounting records and reports, 
and other reports required daily or 
oftener. The systems used vary from 
the simple one, in which the branch man- 
ager sends merely the trial balance of 
the branch general ledger each month, 
to an elaborate system of inspection, in- 
dependent audits, daily, weekly, and 
other reports of various types. Limita- 
tions of space forbid discussion of 
branch house control at this time. 


V 


It is evident, then, that existing branch 
organizations exhibit in their organiza- 
tion and operating methods the influ- 
ence, one or both, of two opposing gen- 
eral policies. One group of organizations 
presents examples of complete and de- 
tailed control, tending toward a mini- 
mum of risk as well as toward minimi- 
zation of initiative on the part of branch 
othcials. The success of such branches 
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depends upon the success of headquar- 
ters in transmitting proper orders in de- 
tail to the branch and seeing that they 
are carried out. The independent group 
shows only a general sort of control by 
headquarters, but places full respon- 
sibility for results upon the branch man- 
ager. The success of such a branch is 
due in large measure to the energy, 
ability, and initiative of the branch man- 
ager. As might be expected in such a 
controversial field, the most numerous 
group is that in which the attempt is 
made to secure the advantages of each 
of the opposing policies, to secure the 
benefits of independent management 
with adequate control. This variety in 
structure and function of branch or- 
ganizations renders it difficult to draw 
conclusions without much more extensive 
study than has hitherto been under- 
taken. To secure adequate statistical 
samples in each of the various lines of 
industry and in each class of sales 
branch, so that valid conclusions may be 
drawn regarding the numerous manage- 
ment problems, requires a study the 
scope of which would be so broad that 
only the concerted efforts of a group 
of business men in cooperation with 
scientists could hope to accomplish it. 
Furthermore, determination of proper 
practice in branch operation is impos- 
sible until we have determined the funda- 
mentals of personnel management, which 
are fully as important to other sections 
of a business enterprise as to the branch 
sales organization. 








HE fact that of late trade asso- 

} ciations have become a topic of 

earnest discussion among the 
American business public and students 
of business and political economy has 
not been due so much to any radical 
changes in their significance in the busi- 
ness fabric, or their activities, as to un- 
usual Governmental interest. Trade 
associations—not all, but a representa- 
tive few—have been before the courts 
of justice recently in searching investi- 
gations of their activities. Have they 
been guilty of restraint of trade and re- 
striction of free and open competition? 
This is the question the executive and 
judicial branches of the Government 
have been asking. Other Government 
departments, notably the Department 
of Commerce, approaching the problem 
from another angle, have been investi- 
gating trade association constructive ac- 
tivities with the purpose in mind of 
setting up such activities as a guidepost 
to better business. 

Members of a trade or branch of in- 
dustry have combined into associations 
of one sort or another for centuries. 
History has told us of the old-time or- 
ganizations of craftsmen, the ‘‘merchant 
guild” and the “‘craft guild,” the former 
the antecedent of the trade association, 
the latter of the labor union. The 
mediaeval guild was despotic, wielding 
absolute authority over its members in 
all important activities, even to the fix- 
ing of prices. Out of the merchant 
guild grew the so-called ‘‘pool.” Like 
its predecessor, the pool was economic- 


THE TRADE ASSOCIATION AND ITS PLACE 
IN THE BUSINESS FABRIC 


By RICHARD ARNOLD MAY 


ally unsound and nowadays would be 
legally impossible in the United States. 
Among the acknowledged practices of 
the early guild and pool were price fix. 
ing, restriction of supply, and mainte. 
nance of monopoly for the complete 
control of distribution. 

About the middle of the nineteenth 
century, associations such as exist to- 
day grew out for the most part from 
the pools which had given way to more 
closely knit and more efficiently oper. 
ated trusts. Thus some of the early 
trade associations were very much like 
the trusts, not alone in organization, 
but in declared purposes and activities. 
There were a great many mixed motives 
in the establishment of these old asso- 
ciations, and sometimes, if not usually, 
their activities were such as would be 
distinctly illegal today. In time, Fed- 
eral anti-trust legislation was enacted, 
first hitting hard at the old trusts and 
later striking at those trade associa- 
tion practices which were in principle 
identical with the more malicious trust 
activities. The scope of trade associa- 
tion activities gradually, and in some 
cases suddenly, shifted. 

Thus, the trade association traces its 
lineage and appears today as the re- 
sultant of an impelling force several 
centuries old, demanding coéperative, 
industrial, and commercial action. Fun- 
damentally, the present-day trade as- 
sociation is very different from its 
forebears in that it recognizes that most 
peculiarly American characteristic—i”- 
dividualism. The individualism of the 
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trade association member, manufactur- 
er, or merchant, is recognized, pre- 
served, and allowed complete freedom. 
The association and its cooperative 
functions are subordinate and auxiliary 
to the individual and his established 
business practices. Thus at one and 
the same time, free competition exists 
and the trade association maintains its 
separately identified position of impor- 
tance in the business fabric—codpera- 
tive effort in the constructive develop- 
ment of its industry or trade. Regard- 
less of its legal status, and it must have 
one, the trade association has a very 
real economic status which cannot be 
denied or ignored. 

Some 1,400 national associations of 
varied purpose and activity are indi- 
cated in the Department of Commerce’s 
biennial lists of commercial and indus- 
trial organizations. By classifying these 
associations first, according to commod- 
ities or services, and second, by func- 
tions, it is possible to ascertain the 
approximate number of strictly trade 
associations in America. Of course, this 
would be presuming that trade associa- 
tions are national in scope. The lists 
indicate that there are the following 
national trade associations: agricultural 
producers, 37; industrial producers, 
417; importers and exporters, 17; 
jobbers and wholesalers, 70; retail- 
ers, 28; and federated industry, 15. 
Omitted are associations whose major 
functions are more narrowly confined 
within single specific fields of activity 
such as education, sales promotion, 
science and engineering, art, account- 
ing, advertising, banking, credit, labor 
relations, insurance, transportation, and 
associations combining the interests of 
several otherwise unrelated industrial 
or trade groups. These rather star- 
tling aggregates certainly substantiate 
the statement that the trade asso- 
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ciation has come to be a real force 
in the business community. In the ulti- 
mate analysis, every association that ex- 
ists today must have some economic 
reason for its original establishment and 
present existence, and the chances are 
that more associations will come into ex- 
istence so long as there remain con- 
structive problems for business men to 
study and solve codperatively with con- 
sequent benefit to themselves, industry 
and commerce in general, labor, govern- 
ment, and the public. 

The classification of national asso- 
ciations by the Department of Com- 
merce just referred to was made in an 
attempt to differentiate bona fide trade 
associations from other associations. 
‘Trade association” has been always a 
most generic title and has conveyed but 
hazy impressions and only such impres- 
sions as the public, the press, the Gov- 
ernment, or business itself gave as con- 
tingencies suggested. As a matter of 
fact, no one has ever understood very 
definitely just what comprised a modern 
trade association, and even today the 
line of demarcation is not clearly de- 
fined. 

The Association of Trade Associa- 
tion Executives at its 1922 Convention, 
after much discussion, adopted a defini- 
tion in part as follows: 


A trade association is an organization of 
producers or distributers of a commodity or 
service upon a mutual basis for the purpose of 
promoting the business of its branch of indus- 
try or commerce and improving its service to 
the public. Among the methods now in use 
for accomplishing this end are the compilation 
and distribution of information, the establish- 
ment of trade standards, and the codperative 
handling of problems common to the produc- 
tion or distribution of the commodity or ser- 
vice with which they are concerned. 


The following types of associations 
are frequently mistaken for trade as- 
sociations : 
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1. Associations with a membership consist- 
ing of business houses engaged in a variety of 
businesses, as, for instance, an association of 
manufacturers of miscellaneous commodities 
not connected with a specific industry 

2. Professional and technical societies con- 
sisting of individuals in their professional or 
technical capacity, rather than business units, 
such as societies of credit men, accountants, 
sales and advertising managers 

3. Non-mutual associations, in which any 
surplus of income over expense is neither re- 
turned to the members, nor used directly or 
indirectly to increase the service to members 

4. Associations organized for a single pur- 
pose, or a limited number of purposes, such as 
associations of manufacturers which are traffic 
service bureaus. 


The purpose and aim of a trade asso- 
ciation, then, is to deal with all ques- 
tions of general application in the branc) 
of industry or commerce it serves and 
so to develop its field that the enter- 
prises in it may be conducted with the 
greatest efficiency and economy. It nat- 
urally follows that the membership of 
a trade association must be sufficiently 
representative to enable the association 
adequately to cope with ail common 
problems and to speak with authority 
for its industry or branch of business. 

Trade association activities may be 
hypothetically divided into those that 
are good and those that are bad—that 
is, those which are constructive and of 
real benefit to the entire industry or 
trade and distinctly of public value and 
interest and those which are competitive 
and carried on in the selfish interest of 
the individual, firm or group, of little or 
no public interest and value and of ques- 
tioned legality or specifically illegal. By 
way of comment, the latter are most 
often ramifications of those practices re- 
ferred to earlier as underlying the trade 
association of half a century ago. For- 
tunately, trade association activity of 
both sorts is spread over a sufficient 
span of years to permit segregation of 


specific activities with an eye to analy. 
sis and interpretation. 

Among trade association practices 
which may usually be considered as dis. 
tinctly constructive are such fundamen. 
tal, long-time interests as commercial 
and industrial research and their paral- 
lel forces, simplification and standard. 
ization. Constructive activities of a 
more restricted nature are the study and 
installation of cost accounting systems, 
credit and collection functions, insurance 
and transportation problems and inves. 
tigation, and legislative study and 
guidance. Beyond these there lies the 
vast field of commercial statistics with 
specific reference to the association’s 
own industry or trade. Let us examine 
these activities, one by one. 


Commercial Research 


The basic facts of business—statisti- 
cal or non-statistical—are being con- 
stantly more and more sought out in the 
solution of present-day problems. The 
trade association—the only agency rep- 
resentative of its own business group— 
offers the most plausible medium for 
specific and continued commercial re- 
search. In a broad way, the trade as- 
sociation is essentially a research 
organization—a clearing house for in- 
formation of value of and to its own 
industry or trade, and a medium for 
turning the experience of all its mem- 
bers into collective benefit for the whole. 
The Institute of American Meat Pack- 
ers has laid out perhaps the most inclu- 
sive research program ever undertaken 
by any industry. 

The several more important phases 
of trade association commercial re- 
search activity are worthy of specific 
mention. First of all, let us take gen- 
eral trade information services. These 
services comprehend the systematic and 
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thorough collecting, compiling, and dis- 
seminating of all kinds of data—statis- 
tical or otherwise—likely to be of 
current or permanent value. Essen- 
tially the association becomes the fact 
center for the membership. In charac- 
ter, this work may be simply informa- 
tional, limited to the systematic 
collection, presentation, and dissemina- 
tion of data; or it may go further and 
become interpretative, assigning causes 
and discussing probable effects of spe- 
cific events and trends. In its ultimate 
development it is anaiytical, undertaking 
the study of specific problems, analyzing 
thoroughly all the factors entering it, 
making comparisons, and arriving at 
prognoses and conclusions. 

In its commercial research program 
the association measures success accord- 
ing to its ability to get down to funda- 
mentals. For example, What is the 
relationship between supply and demand 
of raw materials or finished products? 
Is the industry over-productive? Or has 
such a condition come about only in the 
war, and immediate post-war, years? An 
example of association activity in de- 
veloping new uses and new markets for 
a product is the Copper and Brass Re- 
search Association. In this instance the 
producers unitedly faced the post-war 
conditions which threatened the copper 
and brass industries. They were ex- 
panded to take care of war-time emer- 
gencies and, in order to preserve eff- 
ciency of production, the association set 
about to discover and develop new uses 
for their products in order to maintain 
consumption as far as possible on a 
parity with production. If production 
is in line with and just about adequate 
for domestic and export demand, is it as 
economical as possible? How about 
plant location and layout, raw material 
supply, and utilization of by-products? 
It may be true that such investigations 





require expert engineering knowledge 
and equipment, but are these not real 
fields for association research endeavor? 
Preliminary investigation and ground- 
work in such problems can often be set 
under way by the trade association at 
small expense and to great advantage. 


Industrial Research 


Industrial research is scientific or 
technical investigation involving manu- 
facturing processes or materials. As 
such it has been developing for genera- 
tions mostly under the patronage of 
private business and educational ‘and 
scientific institutions. American indus- 
trial leadership has been achieved main- 
ly through improvements in processes 
and products as exemplified in mass pro- 
duction at minimum cost. 

Among constructive activities of 
trade associations, none is more fitting 
or more profitable than scientific indus- 
trial research. A recent survey indi- 
cates that approximately 70 trade as- 
sociations are concentrating upon in- 
dustrial research and are investing sums 
up to $100,000 annually. Very often 
industrial research problems have been 
approached and solved first in individual 
plants or laboratories — commercial, 
governmental, or academic—but it is 
becoming more and more apparent that 
there are problems of common interest 
which are so fundamental or of such 
broad application that the resulting data 
interest all manufacturing establish- 
ments within and without the industry, 
and should, therefore, be approached 
co6peratively through the agency of the 
trade association. 


Simplification and Standardization 


Simplification and _ standardization 
programs are outstanding examples of 
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constructive trade association activity, 
involving the elimination of tremendous 
economic wastes in production and dis- 
tribution and consequent tremendous 
savings to business and the public. It 
has been estimated that the adoption of 
dimensional standards in the automobile 
industry, for instance, entailed a saving 
of $750,000,000 in 1920 alone. 
Simplification and_ standardization 
are not one and the same thing, and 
since in the lay mind neither is, as 
a rule, clearly understood or differen- 
tiated from the other, the following 
comments are made. Generally, it may 
be regarded that simplification is the 
elimination of excess dimensions, types, 
and qualities of a specific article of com- 
merce by mutual agreement between 
producers, distributers, and consumers, 
such agreement usually being based on a 
statistical study of pertinent data and 
not on technical research.' Perhaps it 
would be well to proceed on the basis 
that, so far as commercial and industrial 
purposes are concerned, standardiza- 
tion generally involves technical or sci- 
entific laboratory research, while sim- 
plification does not. In other words, 
the layman can proceed successfully 
with a simplification program, while it 
would be impossible for him to consider 
seriously standardization problems by 
himself. The scientist or technical en- 
gineer is essential to standardization. 
The development of trade association 
activity in respect to simplification and 
standardization is practically in its first 
stages. The advantages to be gained 
therefrom and the proper organization 
of members and non-members in order 
to bring about simplification and stand- 
ardization eventually mean the elimina- 
tion of waste in thought, effort, and ma- 





1 The reader is referred to the July issue of the 
Harvard Business Review for a discussion of sim- 
plification. 


terials for the industry and the entire 
public. 

Standardization and _ simplification 
programs. carried through thus far by 
trade associations have been accom. 
plished most successfully with the 
direct codperation and assistance of out- 
side organizations. Among these are 
the various Bureaus of the Department 
of Commerce, the Mellon Institute of 
Industrial Research, the Bureau of 
Mines, the Institute of Industrial Re- 
search, the engineering societies, and 
many other agencies of a similar gov- 
ernmental or public nature. 


Cost Accounting 


As yet, the determination and inaug- 
uration of uniform or scientific cost- 
accounting systems by trade associations 
have developed almost exclusively with- 
in associations of manufacturers, and 
so far, wherever installed success has 
been possible only where some benefit 
has accrued to the industry as a whole. 
The Harvard Bureau of Business Re- 
search has done pioneer work in the 
inauguration and installation of cost 
systems for trade associations of dis- 
tributers, such as hardware dealers, 
druggists, grocers, and boot and shoe 
dealers. Among the industries which 
have developed cost systems most ex- 
tensively are paper, paint, and printing, 
each of which has operated through 
special subsidiary cost associations or a 
special department of the trade asso- 
ciation itself. 

A study of the cost-accounting history 
of the various associations shows that 
the problem has been approached from 
various angles, but almost invariably 
the conclusion arrived at has been that 
whatever cost-accounting method be 
adopted, it must be adapted to both the 
large and the small member, economical 
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to operate, and simple of comprehen- 
sion. Particular emphasis has been laid 
on the small-production unit. Some 
associations have prepared detailed 
forms in connection with cost methods; 
others have contented themselves mere- 
ly with setting up a uniform determina- 
tion and distribution of cost elements, 
leaving details of adaptation and instal- 
lation to the individual members. 

In the promotion of uniform cost 
systems, associations have been warned 
against fixing arbitrary uniform costs 
as to any item of expense. The Attor- 
ney General has said that it is as clearly 
a violation of the law to agree upon the 
cost of an item which constitutes a sub- 
stantial part of the total cost price, when 
its cost actually varies, as to agree upon 
the sales price, because the sales price 
is substantially affected by such agree- 
ment. 


Legislative Activities 


Among the constructive activities of 
trade associations, legislative activities 
can be mentioned without any hesitation, 
for the public mind should not nowadays 
associate them with so-called “lobbying” 
in its old objectionable sense. 

A trade association is peculiarly well 
fitted to collect, digest, and present facts 
upon which legislation affecting the in- 
dustrial or commercial group it serves 
may be predicated. It is also in a posi- 
tion to discourage the enactment of laws 
that would be inimical, unwise, or mani- 
festly unsound. Acting for and repre- 
senting a comparatively large number 
of correlated units, with unusual sources 
of information at its command and voic- 
ing the consolidated mind of its mem- 
bership, the trade association is ac- 
corded a consideration in legislative 
matters that is infrequently given to the 
individual. 
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In turn, trade associations have rec- 
ognized the advantage of being the au- 
thorized agency within their industries 
or trades to which Federal and State 
legislators can turn for assistance and 
advice. In the enjoyment of this con- 
fidence, however, they have found it 
necessary to take up questions of fact 
which can be determined only by in- 
ternal investigation of their member- 
ships, and to make extensive and de- 
tailed surveys, which in other circum- 
stances would: not have been made. In- 
dustrial and commercial interests, as a 
whole, have profited by these necessary* 
efforts. 

If in no other way, legislative activi- 
ties of trade associations certainly have 
proved of direct benefit to the public as 
well as to industry and commerce in the 
enactment of uniform state legislation. 
Take for example the automobile laws, 
the factory insurance laws, and hundreds 
of other evidences of former or pres- 
ent-day uncodrdinated, divergent legal 
limitations in the several states. Among 
trade associations which have been real 
forces in the adoption of such uniform 
state codes is the National Automobile 
Chamber of Commerce. 


Credit and Collection Activities 


Some associations have reported their 
credit activities as extending only to 
the collection and dissemination of in- 
formation relative to Federal and State 
laws dealing with collections, bank- 
ruptcy, conditional sales, and the like, 
and of proposed changes in such laws. 
Others maintain credit bureaus equipped 
to supply promptly credit information 
which, taken with or without the infor- 
mation obtained from mercantile agen- 
cies, forms a reliable basis of credit, 
and to these some add a collection ser- 
vice. 
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Some such associations have gone so 
far as to establish a system for the 
daily checking of members’ credit ac- 
counts. All available information re- 
garding various customers is centralized 
and individual purchases and payments 
noted. Overbuying may thus be pre- 
vented, as it is quickly evident through 
the large number of orders of a single 
purchaser that may be referred for a 
checking. Apparent fraudulent efforts 
of any dealer to load up with a large 
stock of merchandise prior to a con- 
templated failure are detected quickly 
and thus usually prevented. 

Credit and collection activities of 
trade associations are distinctly service 
activities possible only through and de- 
pendent solely upon complete codpera- 
tion of those members utilizing the 
services. Therefore, it is advisable and 
in fact necessary in all such activities to 
avoid any procedure which may be de- 
clared as in restraint of trade, whether 
actual or implied. Here is specifically a 
field wherein the codperative body can- 
not do some things which the law tol- 
erates when carried on by individuals. 


Transportation Activities 


Production and distribution, whether 
agricultural or industrial, invariably 
depend upon the efficient and economical 
transportation of raw materials and 
finished products by rail. Transporta- 
tion is a very large element in the cost 
of every article of commerce. Funda- 
mental policies and methods of railroad 
operation have a vital relationship with 
the progress or retrogression of com- 
merce and industry in specific localities 
or throughout the Nation. The trans- 
portation situation from any angle is 
never static, and industry and trade have 
invariably been sadly inadequate to cope 
collectively with their everchanging in- 


dividual transportation and traffic prob. 
lems. 

Among trade associations, transpor. 
tation activities originally developed as, 
and thus far have consisted primarily of, 
certain specific service functions on be- 
half of the individual association mem. 
bers. Prominent among these are the 
determination of rates and adjustment 
of rate matters before the Interstate 
Commerce Commission.  Paralleling 
these are the adjustment and fixing of 
freight classifications, and other actions 
regarding the many miscellaneous rules 
and regulations of the Commission. 

Thus, one of the most valuable ser- 
vices that the association traffic depart- 
ment renders is to provide the medium 
by which a single opinion, instead of a 
multitude of opinions, may be presented 
to carriers and regulating bodies. 

Some associations regularly audit the 
transportation bills of their members, 
thereby saving vast sums through con- 
sequent deductions of overcharges. 
There is no instance where trade as- 
sociations can work to better advantage 
than in obtaining an adequate car sup- 
ply in helping to bring about efficient 
shipping methods. With an ever-recur- 
ring car shortage on our railroads, trade 
associations are assisting not only their 
members but also the public and the car- 
riers by providing, wherever possible, 
maximum freight loads. 


Insurance 


A very, very few trade associations 
have investigated and proceeded at 
some length into the possibility of car- 
rying on insurance activities on behalf 
of their memberships. In fact, it is 
generally considered that insurance 
per se is distinctly a specialized indus- 
trial or commercial service function not 
within the realm of trade association 
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activity. However, the trade associa- 
‘ion may prove a real force in assisting 
‘ts membership to a better understand- 
ing of insurance as an institution and 
also to a better knowledge of insurance 
contracts. It can help the individual 
member to become a more intelligent 
buyer of insurance and induce him to 
take an interest in the various types of 
legislation which affect insurance and 
the attendant costs of doing business. 

In order that this may be done prop- 
erly, policyholders—trade association 
members—must understand more thor- 
oughly the service which insurance as an 
institution is rendering to them, as well 
as the terms and service possible from 
their contracts. Equally important is 
the reduction of the tremendous avoid- 
able losses due to accidents, to fires, and 
to working conditions in industry and 
commerce where they affect the health 
of workmen. Certain trade associa- 
tions are developing services which will 
aid the accomplishment of reduction and 
elimination of waste in industry and 
commerce from these angles. 


Statistical Activities 


Perhaps no trade association activity 
has been subject to such searching inves- 
tigation and consequent censure as that 
categorical activity or group of activi- 
ties, “Statistics.” This has not been 
because statistics of themselves may be 
harmful or illegal, but rather because of 
the questionable uses to which they may 
be put in particular circumstances. Due 
to the broad ramifications of statistical 

tivity, court decisions defining legal 


? The correspondence is printed in Commerce Re- 
ports, February 20, 1922. The Attorney General's 
reply was as follows: 

“I can now see nothing illegal in the exercise 
‘ the * * * activities mentioned, provided 
always that whatever is done is not used as a 





limitations have been numerous; and 
for the same reason the legal status 
of many associations is still more or less 
open to question. 

Briefly, statistics may be classified as 
follows: 


Production 

Stocks 

Shipments 

Orders 

Cancelations 

Prices 

Employment conditions 
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Of course under each of these classifi- 
cations there are numerous subdivisions 
of current data. 

No one will deny the statement that 
an industry or trade can operate more 
eficiently with a complete or nearly 
complete statistical picture, past and 
present, of its own branch of business 
or business in general, than without 
such a picture. It is true, too, that the 
efficient operation of business is in the 
general public interest as well as in the 
interest of business itself. So, it is es- 
tablished that statistics in business are 
not only fundamentally essential but 
fundamentally in the public interest. 

But, as already hinted, the difficulty 
lies in the use to which such statistics 
are put when once compiled. In the 
correspondence between Secretary of 
Commerce Hoover and Attorney Gen- 
eral Daugherty, the latter’s reply to 
questions regarding the legality of sta- 
tistical activities of associations presents 
the point of view of the Department of 
Justice though it does not satisfy the 
need for closer definition.” 


scheme or device to curtail production or enhance 
prices, and does not have the effect of suppressing 
competition. It is impossible to determine in ad- 
vance just what the effect of a plan when put 
into actual operation may be. This is especially 
true with reference to trade associations, whose 
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Trade associations have gone a long 
way in the collection, compilation, and 
dissemination of the essential current 
statistics of their own industries. Trade 
association statistics are literally the 
only current economic data in many in- 
dustries. Such fall within the classifica- 
tions already given with particular 
emphasis on production, stocks, orders, 
shipments, and prices. A continuation 
of these trade association statistical 
services is dependent upon new inter- 
pretations of the law rendered by the 
courts or upon new legislation regard- 
ing restraints of trade. The fact is that 
the present-day legal status of such 
statistical activities is so uncertain that 
many associations have greatly re- 
trenched their former statistical pro- 
grams, and some have wholly aban- 
doned the field much to the economic 
loss of the industry and the public in 
general. Shortly after the Hardwood 
Decision was announced by the Supreme 
Court in December, 1921, there fol- 
lowed an extensive abandonment by 
many associations, not only of those 
statistical practices condemned by the 
Court but also of others not so con- 
demned. It is true that the correspon- 
dence between Secretary Hoover and 
Attorney General Daugherty just 
quoted did much to clarify the issue, but 
subsequent court decisions, possibly ex- 
cepting the “‘Linseed Case,”’ have done 
much to unsettle the situation. This is 
explained by the fact that such decisions 
are based upon special circumstances 
which may or may not apply in cases of 
statistics compiled by other associations. 


Footnote 2 continued from page 91: 


members are vitally interested in advancing, or, 
as they term it, stabilizing prices, and who through 
the medium of the associations are brought into 
personal contact with each other. Therefore, the 
expression of the view that the things enumerated 


The Twilight Zone of Statistical 
Activities 


The anti-trust laws recognize free 
competition and forbid restraint of 
trade. As already hinted, the difficul. 
ties of the trade association in connec- 
tion with the law are twofold: first of 
all, in its inability to obtain govern. 
mental counsel as to how its current or 
proposed activities may be interpreted 
in respect to the antitrust laws; and sec- 
ondly, because of the necessity for it to 
proceed boldly with an activity or prac- 
tice—whether of questionable legality 
or not—with no assurance that it will 
not be haled into court as a law 
breaker, provided the former is sus- 
pected. 

By this it is not meant to imply that 
the trade association has not by the 
building up of a background of law 
through many related decisions any 
course whatsoever to follow. For it 
has—and those activities which have 
been condemned in the past now seem 
obviously illegal. What we have just 
been discussing refers rather to what 
might be termed the “twilight zone” of 
statistical activity. 

In short, the trade association be- 
cause of the special application and in- 
dividuality of its statistical activities— 
governed by the uses to which such 
activities may be put, i. e., in implied, 
although not intended, or actual re- 
straints—must be a doer first of all, 
regardless of the suspected illegality of 
its deeds, before knowing whether or 
not it may transgress the law. Thus, 





by you * * * may be done lawfully is only 
tentative; and if in the actual practice of any of 
them it shall develop that competition is sup- 
pressed or prices are materially enhanced, this de- 
partment must treat such a practice as it treats 
any other one which is violative of the antitrust 
act.” 
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courses of statistical action are, to say 
the least, precarious and almost impos- 
sible at times. 

In order to overcome these difficul- 
ties and uncertainties, the Department 
of Commerce has been working out a 
plan whereby it might cooperate with 
trade associations in the distribution of 
essential statistics which, through fear 
of subsequent interpretations of the law 
or other uncertainties, might not be 
compiled or published. Such a plan 
has been worked out by the Hardwood 
Manufacturers’ Institute and approved 
by the Department. 


Competitive. Illegal Activities 


Competitive illegal activities may 
be hypothetically divided into voluntary 
and involuntary restraints of trade. 
Either may find aplace within any 
of the broad activities classifications 
already enumerated and the four trade 
association fields of relations discussed 
later. It may be well to remember that 
such illegal practices have not been 
peculiar to trade associations but in 
reality have applied more often to 
trusts, corporations, individual firms, 
and partnerships. In fact, probably the 
latter rather than trade associations 
have been usually the offenders at law. 

Voluntary, codperative restraints of 
trade in the elimination or control of 
competition are mutually agreed upon 
or imposed. It may be well to 
enumerate briefly various forms of vol- 
untary restraint which have been con- 
demned as illegal. 


A. Control of competition through: 


1. Trusts, holding companies, 
mergers, interlocking directorates 

2. Arbitrary division of sales 
territory 

3. Classification of trade 
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4. Allotment of customers 

5. Curtailment of production or 
supply 

6. Acquisition of competitive 
patents, copyrights 


B. Restriction on price competition: 


1. Agreements fixing prices 
2. Agreements affecting prices: 
a. Fictitious bids or sales 
b. False statements regard- 
ing stocks, costs 
c. Pools and corners 
d. Common selling or buying 
agencies 
e. Refraining from bidding 


C. Restraints on competition in: 


1. Terms 
2. Services 
3. Activities 


Involuntary restraints on competition 
are perhaps more vicious than voluntary 
restraints in that they are directly lev- 
eled at competitors. Such codperative 
illegal activities include: 


A. Control of channels of distribu- 
tion 

B. Boycotts and blacklists 

C. Cutting off or interference with 
materials supply 

D. Interference with labor supply 

E. Interference in procurement of 
storage or other service facilities 

F. Price discriminations 

G. Maintenance of “‘fighting’’ instru- 
ments 

H. Espionage 

I. Intimidation and coercion 

J. Malicious litigatior 

K. Misuse of governmental agencies 


With this conglomeration of strictly 
illegal activities to avoid, the trade asso- 
ciation certainly finds its course of legal 
activity rather clearly defined. 
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There still remains the “twilight zone” 
of questioned activities already men- 
tioned, which new court decisions and 
remedial legislation will tend to define 
more strictly. The trade association in 
reality is not fettered with too many 
legal restrictions, but rather is handi- 
capped for the lack of sufficiently clear 
delineation between that which in the 
eyes of the law is in restraint of 
trade and that which is not; and that 
which is by implication unfair competi- 
tion and that which is not. 


Trade Association Relations 


There are certain association activi- 
ties, not already discussed, which be- 
cause of their special nature may be 
more appropriately termed “relations” 
than activities—relations with the 
trade, i. e., with the association’s own 
or associated business groups, relations 
with employees or labor, relations with 
the public, relations with Government. 
Through each and by each, the trade 
association presents itself and gives the 
basis for its reputation, character, and 
social caste in each group mentioned. 

Naturally enough, the largest so- 
called “relations” field is trade relations. 
It comprehends many, many activities 
such as commercial arbitration, estab- 
lishment of uniform forms of contract 
and trading rules, and codes of ethics. 
The latter, codes of ethics or guides to 
proper or recognized standards of trade 
relations, have received more lately a 
real impetus at the hands of many trade 
associations. Usually the basis for the 
code of ethics is the more or less estab- 
lished fair dealing practice of the trade 
recognized as applying between repre- 
sentative buyer and seller. 

Trade relations embrace the impor- 
tant realm of competition, and the most 
forward steps in trade relations have 


been taken perhaps in the systematic 
elimination of unfair competition, 
through the adoption of codes of ethics, 
standard trading contracts and rules, 
and the elimination of obviously unfair 
competition. The latter has doubtless 
most often taken form in the improve. 
ment of trade nomenclature through the 
elimination of trade names which may 
confuse or more often mislead the ulti. 
mate purchaser regardless of what the 
informed professional trader may gen. 
erally understand. The Federal Trade 
Commission perhaps has taken most 
frequently the lead or a guiding hand in 
these industry ‘“‘house-cleanings” and 
most often the trade association has 
proceeded only after a comprehensive 
study and defining of basic trade termi- 
nology in general. The Commercial 
Standards Council, an organization 
composed of trade association execu- 


tives and whose work has been indorsed ' 


by about sixty associations, was estab- 
lished for and operates today actively 
in the promotion of Federal legislation 
against bribery, the development of 
higher commercial standards, and the 
elimination of harmful business prac- 
tices. 


Employee Relations 


With the ever-increasing perplexities 
and ramifications of the relationship be- 
tween employer and employee, the trade 
association in many instances has found 
itself in a position to render special 
service to both. Someone has said that 
industrial relations or the sciences of 
human relations would prove the great- 
est field for scientific study and research 
in the future. So, in a small way, the 
trade association has commenced its 
employee-relations activities in the 
statistical study of its various phases 
such as number and classes of workers, 
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employment hours, average wages, and 
labor turnover. With labor organized, 
the trade association has found itself 
the logical parallel organization of em- 
ployees as regards matters of mutual 
concern. 

In many cases, however, the trade 
association has proceeded further in its 
employee-relations program—going be- 
yond the field of fundamental research 
and, in fact, into newer lines of endeavor 
making for a general betterment of 
labor conditions. It has entered upon 
educational programs affecting and ap- 
plying to all classes of workers within 
the industry through group instruction 
courses. It has become the industry’s 
authority upon and clearing house for 
personnel or welfare work and accident 
prevention programs. ‘True enough, 
much along these lines had already been 
accomplished by individual business en- 
terprise, but now the necessary uniform- 
ity throughout the industry in safety 
codes, improved working conditions, 
group education, and the countless other 
activities on behalf of employees has 
more recently been brought about 
through the efforts of the trade associa- 
tion. 

Some trade associations perform spe- 
cialized employee services on behalf of 
their industries. Examples are the main- 
tenance of employment agency services, 
solving the problems of seasonal and un- 
seasonal migration of labor, and the 
promulgation of collective labor agree- 
ments between the industry and the 
labor unions. 


Relations with Public and 
Government 


Every business group for some reason 
or other has some message to convey to 
the public at some time or other. The 
message varies according to the industry 
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or trade. Pretty nearly every trade as- 
sociation is carrying on public relations 
activities, ranging from the modest 
efforts of a new business endeavoring to 
take its own measure before entering 
the markets of the world, to the exten- 
sive endeavors of public utilities desirous 
of encouraging customer ownership to 
meet the demands of the period for 
stricter public control or for closer rela- 
tionship between patron and industry. 
What is the primary reason for the or- 
ganization? What is the great out- 
standing need of the industry? Does it 
consume natural resources which must 
be utilized economically? Possibly it 
has technical, tariff, traffic, or similar 
problems; possibly the industry, long- 
established, is facing a life or death 
fight because of competition from other 
industries growing out of the advance 
in science; possibly the industry is new, 
with every problem under the sun be- 
fore it; possibly it has made a false start 
and must correct the impression made 
on the public mind; whatever be the 
motive, every commercial or industrial 
association is encountering daily the 
necessity for increasing the profitable 
market for its products, functioning suc- 
cessfully only in so far as it can trans- 
late its activities into actual sales terms 
understandable by its members. Co- 
operative, national advertising is prov- 
ing an increasingly important vehicle in 
trade association public relations. 

The old-fashioned business attitude 
towards the Government at Washington 
was that the Federal Government was 
something to be avoided—an institution 
that demanded tribute, that prosecuted, 
but gave nothing in return. Even con- 
tracting for the Government was con- 
sidered dangerous and poor business. 
Legislation too often had been seem- 
ingly hostile. 

With the growth of the trade asso- 
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ciation, its influence and activity have 
borne fruit in Washington. Industry 
and commerce, no longer made up of 
unorganized and too often unfriendly 
units, have come in closely knit, unified 
trade association groups to Washington 
and demanded recognition and service 
as taxpayers and citizens. They have 
been heard and their demands have been 
acceded to wherever just and where nc 
other interest would be sacrificed or 
compromised. 

Thus Government relations are a 
very active field in trade association 
practice today. Business has gone into 
Government in more ways than one, and 
the net result has been a better under- 
standing in each of the other, its prob- 
lems, requirements, and ability to serve 
in the common good of all. It is not 
necessary to mention the Department of 
Commerce with its principal business 
service bureaus, the Bureau of Census, 
the Bureau of Foreign and Domestic 
Commerce and the Bureau of Stand- 
ards. They are only a few—though the 
more important—of the Government 
agencies in Washington which have been 
the vehicle of codéperative activity on the 
part of trade associations and business 
men in general. 


The Future of the Trade Association 


And so the trade association enjoys a 
very prominent place in the business 
fabric of the day. But where does its 
course lead? We know, at any rate, 
that the course will not be a smooth 
and straight one—at least this is the 
indication. 

With the interplay of the law and 
the almost inherent will of so many old- 
school business men “to do ’most any- 
thing to get the better of the other fel- 
low,” the future of the trade associa- 
tion is something upon which very few 


prophets would dare hazard a guess 
Some even consider the trade associa. 
tion a joke, as though its main Purpose 
were to give some “good fellow” ap 
easy job. An acquaintanceship with 
few representative trade association 
executives soon dispels this notion. 

The bulwark of anti-trust legislation 
has been built up slowly and there is no 
question that it applies to trade associa- 
tions. The great difficulty lies in the 
everyday application and interpretation 
of the law. This is the snare into which 
the trade association may fall and into 
which it may expect to fall almost any 
day. The law says definitely enough 
that restraints of trade and unfair com- 
petition are illegal. But what constitutes 
restraint of trade; what unfair compe. 
tition? 

By a slow, direct process the Govern. 
ment has been building up interpreta- 
tions of the present law which are grad- 
ually penetrating the fog and making 
salient principles stand out a little more 
plainly. Witness the Hardwood, the 
Gypsum, and the Linseed Case, and the 
orders of the Federal Trade Commis- 
sion. Unfortunately, such decisions or 
orders as the Government judiciary and 
“police” may make are framed to fit 
very specific circumstances— all of 
which makes it difficult for others to 
know definitely just what the interpre- 
tation may be as applied to themselves 
—for each new case seems to have its 
own individuality. Things are in such 
an impasse that no association can get 
along today or in the future with any 
degree of assurance without competent 
legal counsel or Governmental advice 
and indorsement. It is no longer 4 
question of ‘clear conscience,” but 
rather of minute knowledge and under- 
standing of the legal interpretation of 
the existing law and orders to desist. 

Some Government officials (cabinet 
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members and members of Congress) 
have felt that the key to the situation 
lies in legislating the activities of trade 
associations under the direct supervision 
of some Government department such 
as the Department of Commerce or the 
Federal Trade Commission. This would 
establish a definite federal agency be- 
fore which the association could come 
voluntarily and receive indorsement or 
advice without prosecution. However, 
this proposition has not gone very far 
mainly because the business men have 
not seemed to want it—at least they 
did not care enough about it to support 
the measure in the last session of Con- 
gress. So it seems that Congress will 
not contemplate or be asked seriously 
to consider any new legislation in the 
very near future, unless new interpre- 
tations of existing laws are entirely 
unsatisfactory to the trade association 
and business in general. 

In sum, the future course of the 
trade association will be guided by two 
underlying factors: first of all, by legal 
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limitations, i. e., new interpretations of 
existing laws, the passage of new legis- 
lation, and the enforcement of prevail- 
ing legislation. In the second place, the 
future of the trade association will be 
determined by the attitude industry and 
commerce take towards it, its activities, 
and its relations. This will be reflected 
primarily through individual and col- 
lective memberships and indirectly by 
the active interest and participation in 
trade association activities taken by the 
business community and public in gen- 
eral. Both of these factors or influences 
will act according to and be influenced 
by the day-in-and-day-out activities of 
the trade associations, their executives, 
and their accomplishments. The future 
of the trade association in America 
seems bright—allowing for its real force 
in the business community today and the 
inherent business morality of the Ameri- 
can business man, his love of individual- 
ism, and his understanding of the funda- 
mentals of unselfish codperative en- 
deavor. 
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SUMMARIES OF BUSINESS RESEARCH 


BUDGETARY CONTROL OF EXPENSE 
IN DEPARTMENT STORES 


have been made to install better 

methods of merchandise and ex- 
pense control. Department store man- 
agers have been forced to make these 
attempts because of (a) the increase in 
the size of the stores, (b) the increase 
in competition among department 
stores, (c) the increase in operating ex- 
penses, and (d) the inability of depart- 
ment store buyers to buy on such 
favorable terms as formerly. 

In order to secure adequate control, 
careful planning of all the operations of 
the store must necessarily be undertaken 
in advance. Some advance plans are 
made in all stores. These plans very 
frequently fail to give the proper con- 
trol needed, either because there is no 
organization to force the use of the 
plans or because the plans themselves 
are not complete. Any system which 
forces complete planning and sets up a 
method by means of which the plans 
may be realized is properly termed a 
budget system. 

By budgetary control, therefore, is 
meant the direction of all the operations 
of the store by means of specific plans 
prepared in advance. These plans, 
which are contained in an instrument 
called, for convenience, “the budget,” 
are a series of estimates on each of the 
activities of the business over a definite 
period of time. 

The budget establishes a standard to 
which the actual attainment throughout 
the store for the season can be com- 
pared. It is made up of two fairly dis- 
tinct parts: 


TD many department stores attempts 


1. The Merchandise Budget, which is con- 
cerned with the estimate of sales, pur- 
chases, stocks, mark-ups, and mark- 
downs. “Planned sales” estimated in 
this budget can be used as a basis on 
which to estimate the expenses which 
fluctuate with sales. 


2. The Expense Budget, which estimates 
the entire expenses of the store in gross 
and in detail. 


This study deals primarily with the esti- 
mation and control of expenses. The 
Expense Budget and the Merchandise 
Budget are so closely related, however, 
that it is impossible to explain the one 
without referring to the other. Hence, 
in order that the operation and con- 
trol of the Expense Budget may be 
clearly understood, a brief explanation 
of the Sales Budget will be given at the 
close of this article. 


THE EXPENSE BUDGET. 


An Expense Budget system can be 
adjusted to almost any type of organiza- 
tion (in a department store). The 
more definitely the lines of authority 
are drawn, the more easily such a 
budget can be operated. In organiz- 
ing for budgetary control, it is there- 
fore advisable to centralize authority 
at certain points. An organization, 
which is loosely knit and which has not 
placed responsibility definitely at certain 
points, is one in which the budget would 
not functon smoothly. It is the type of 
department store organization, how- 
ever, that, as a rule, most needs a 
budget system. 
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l 
a Mdse. Manager | Expense Control Office 
i 
| aa I [ I z cl 
Mdse. ler] Personnel The Store 
Mgr. meme Director Manager 
Managers of Selling Departments Heads of Controllable Sections 
EXPENSE BUDGET 
DIVISION INTO CONTROLLABLE SECTIONS 
A. FOR CURRENT EXPENSES (Consumption) 

The Merchandise Manager The Controller The Personnel Director The Store Manager 
Buying Salaries Accounting and Sales force Salaries Proportion of 
Buying Travel General Office Sales force Bonus (2 Other General 
Merchandise Office Other General General Store Salaries tore Expenses 
Fixed charges on Selling Salaries Proportion of (2) Other building 


Merchandise 
(out of store) 
Selling Department 

ent 


The Advertising 


Manager—Responsible 


to the Merchandise 
Manager for: 


Advertising Display 


The Superintendent of 
Trafic and Supplies— 


Responsible to the 
Merchandise Man- 
ager for: 


Other Receiving, 


eae and Stock- 
x 


room pense 
Other Delivery Ex- 


pense 
Other Purchasing and 


Supply Expense 


Managers of Selling 

Departments—Re- 
sponsible to the 
Merchandise Man- 
ager for their con- 
trollable expenses 


The Merchandise Manager 


The Purchasing 
Agent—Responsible 
to the Merchandise 
Manager for the 
purchase of _ 

(a) all supplies 
whether for immedi- 
ate use or issue on 
requisition 

(b) supplies inciden- 
tal to repairs 

‘c) additions to 
asset accounts 


The Credit Manager— 
Responsible to the 
Controller for the 
Credit Office 
Expenses 


Alteration and all 

Manufacturing Work- 

room Heads—Respon- 
sible to the Con- 
troller for All Costs 
in their Departments 


Other General 
Store Expenses 
Building Mainte- 
nance Salaries 
 — Heat, and 
‘ower Salaries 
Receiving, Mark- 
ing and Stock- 
room Salaries 
Delivery Salaries 
Alteration and Work- 
room Salaries 


Selling and Service 

Department Managers 
—Responsible to the 
Personnel Director 
for their controllable 
expenses included in 
above and exhibited 
to monthly depart- 
mental synopsis. 


B. FOR DEFERRED EXPENSES (PURCHASE OR ALLOCATION) 


The Controller 


The Assistant 
Controller— 
Responsible to 
the Controller 
for all other 
deferred ex- 
penses including 
(a) insurance un- 
expired 

(b) organization 
expense 

(c) taxes 

(d) sundry 


maintenance 
(3) Other Heat, 
ight, and Power 
Expenses 


Selling and Service 

Department Managers 
—Responsible to the 
Store Manager for 
their controllable 
expenses included in 
above and exhibited 
on monthly depart- 
mental synopsis 
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Suggested Organization for Budgetary 
Control of Expenses 


In order that the budget may function 
efectively, it is necessary that it be nom- 
inally placed under the direction of 
an executive, who is independent and 
superior to all departmental executives. 
It is therefore suggested that, where the 
president is the chief executive, he be 
given control over the budget.' He will 
necessarily be forced to delegate most 
of the duties connected with the making 
and control of the Budget to subordi- 
nate executives. These executives, how- 
ever, will be directly responsible to him 
for the proper performance of their 
duties. 

Since the internal organization of de- 
partment stores differs widely, no “cut- 
and-dried” plans of organization for 
budgetary control can be given. Chart 
I suggests a plan of organization and 
division into controllable sections and 
indicates the executive in charge of each 
section. These divisions into control- 
lable sections are merely tentative and 
can readily be changed to conform to 
the existing organization of any store. 


The Budget Committee 


In the plan of organization presented, 
the Budget Committee will consist of 
the General Manager as chairman, the 
Merchandise Manager, the Store Man- 
ager, the Personnel Director, and the 
Controller. Under the authority and 
direction of the General Manager, the 
duties of the Budget Committee will be 
as follows: 





‘In stores where the chief executive control is 
vested in an Operating Committee, rather than in 
a single individual, the different members of this 
committee will be responsible to the committee, as 
a whole, for keeping expenses within the limits 
set by the budget. 


1. To divide the store’s budget into con- 
trollable sections, such as are indicated 
in the organization chart. 


2. To outline the general policies of the 
store affecting the budget and to es- 
tablish a desired ratio of expense to 
sales for the store as a whole. 


3. To make a section head definitely re- 
sponsible for keeping the expenditures 
of each section within the Budget. No 
attempts should be made to hold any- 
one responsible for expenses not under 
his control. (See Chart I for a sug- 
gested division into controllable sec- 
tions. ) 


4. To receive from the Expense Control 
Office all estimates, and to make such 
changes and revisions in these esti- 
mates as seem desirable. No estimate 
will be effective until it has received 
the approval of the Budget Commit- 
tee. In case the Budget Committee 
cannot agree, the question in dispute 
will be submitted to the president of 
the store, whose decision will be final. 


5. The Budget Committee will receive 
weekly reports from the Expense Con- 
trol Office. Any suggested revisions of 
the Budget will be considered by the 
Committee. 


6. The Budget Committee will meet weekly 
to consider the reports received from 
the heads of the controllable sections. 


Expense Control Office 


In the plan of organization outlined, 
the proposed budget will be initiated in 
the Expense Control Office. The exec- 
utive in charge of this office, who will 
be known as the Expense Controller or 
the Supervisor of Expense Control, will 
be subject to the authority and direction 
of the General Manager of the store. 
He will be responsible to the Budget 
Committee for the preparation of the 
budget, and its presentation to them in 
condensed form, for the store as a 
whole. 

It will be the duty of the Expense 
Controller to direct and control all store 
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expenditures within limits prescribed by 
the management. Under this plan of 
organization, all executives will be re- 
sponsible to the Expense Control Office 
for the control of expenses in their re- 
spective divisions or departments within 
the amounts allotted to them in the ac- 
cepted budget of expenses. 

All requisitions involving expense ex- 
penditures will be passed on by the Ex- 
pense Control Office. Authorization 
will be granted or withheld on the basis 
of (a) the inclusion of the specific item 
in the budget, (b) the condition of the 
balance “‘open to’spend”’ in the particu- 
lar expense classification affected, (c) 
the justification of the particular ex- 
penditure on the basis of the depart- 
ment’s condition. The Expense Con- 
trol Office will be responsible both for 
checking the nature of the expenditures 
and for the size of the order to be 
placed. 

The duties of the Expense Controller 
may be summarized as follows: 


1. To control expenses within the limits 
set by the Board of Directors or by 
the store management. 

2. To pass on all requisitions involving ex- 
pense expenditures. 

3. To classify and sign all expense vouchers. 

4. To suggest such changes in current ap- 
propriations as may be deemed neces- 
sary. 

5. To maintain such records as are neces- 
sary for the most effective control of 
expense. These records will augment 
the statistics furnished by the account- 
ing office. 


6. To make detailed analyses of expense 
and to submit periodic reports to the 
responsible executives. 


Preparation of the Budget 


The same procedure as regards the 
preparation of the budget cannot be 
followed in all stores on account of the 


different expense classifications which 
prevail. It is thought that the classif. 
cation of expenses recommended by the 
Controllers’ Congress of the National 
Retail Dry Goods Association offers the 
most satisfactory basis for functional 
control of expenses. 

Where this classification of expenses, 
or a similar classification, is in use, the 
method of procedure will be somewhat 
as follows: 


1. The budget will first be prepared by de- 
tailed expense classifications. Forms 
will be devised by the Expense Con- 
troller on which the estimates are to 
be returned. The following form is 
suggested for this purpose. (See 
Chart II.) The actual expense for 
the past year (Column I) will be 
filled in by the Expense Control Office 
from figures furnished by the account- 
ing department. 


2. About sixty days before the beginning 
of the six months’ budget? period, the 
Expense Control Office will send these 
forms to the executives in charge of 
each of the store divisions as_in- 





Chart I 


PRELIMINARY ESTIMATE OF EXPENSES 
BY CLASSIFICATIONS 


Classificatior (name) Number 








Section Head—Mr. 








Estimate made by (Sub-Head) 


Selling Department Number 








Budget Period Actua! Estimated Revision by Approved 
(By months) 1922 1923 Control Office | Estimate 





March 
April 








2 Months 





May 
3 Months 








June 





4 Months 





July 





5 Months 





August 





6 Months 




















Total 


— 





* The budget period varies in different stores. 
Many stores operate on a quarterly basis and some 
few on a monthly or annual basis. 
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dicated in the Organization Chart. 


» Each executive will be requested 


—_ 


to return the estimates of expense 
for all of the departments for 
whose operation and. control he is re- 
sponsible. He will be issued a form 
for each of the expense classifications 
coming under his control. 


‘he head of each controllable section, 
in conference with his subordinates, 
will work out the details of his re- 
quirements. ‘The procedure followed 
will, of course, vary according to 
need. Non-selling pay-roll items will 
be worked out on the basis of a 
planned organization of regular and 
special employees, a schedule of in- 
creases to be allowed, vacations, over- 
time, and extra remuneration. Sales- 
people’s, stock people’s, cashiers’ and 
examiners’ wages will be worked out 
on a percentage of sales basis. Esti- 
mates of supplies will be based on the 
average consumption of the different 
kinds of supplies used, at the approxi- 
mate cost. Fixtures and equipment 
requirements and department moves 
will be anticipated wherever possible. 


4. Forms with estimated requirements filled 


in will be returned by the sub-execu- 
tives to the executive in charge of 
each controllable section, who will 
then make a summary of the estimates 
by expense classifications for his divi- 
sion. All estimates and summaries 
will be turned over to the Expense 
Control Office. 


5. The Expense Control Office will check 


y 
—_ 


the estimates and revise them where 
necessary. The revised estimates will 
then be submitted to the head of the 
controllable section for his approval. 


‘he detailed expense estimates will be 


tabulated in summary form, totals be- 
ing given, first, by the five functional 
divisions (Administration, Occupancy, 
Publicity, Buying and Selling) and, 
second, by the fourteen natural divi- 
sions (Salaries and Wages, Rentals, 
Advertising, Taxes, Interest, Supplies, 
Service Purchased, Unclassified, Trav- 
eling, Communication, Repairs, In- 
surance, Depreciation, and Profes- 
sional Services) within the functional 
divisions. 
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7. The above summary of expense, to- 
gether with explanatory notes and rec- 
ommendations, will be submitted to 
the Budget Committee. 


8. The estimated budget of expenses will 
be considered by the Budget Commit- 
tee and such changes as are deemed 
necessary will be made. In case a 
general revision is ordered in one ex- 
pense classification, it becomes the 
duty of the Expense Control Office to 
cut the different items affected to such 
an extent that the total amount will 
not exceed the amount fixed by the 
Budget Committee. For example: if 
the Budget Committee decides that 
the estimated pay-roll figure for the 
store as a whole is too large by $3,000, 
it is necessary for the Expense Con- 
trol Office to reduce pay-roll estimates 
in each of the controllable sections, 
until the total pay-roll of the store 
has been reduced by the required 
amount. 


g. After the estimates have been approved 
by the Budget Committee, they will 
be submitted to the Management and 
finally to the Board of Directors. The 
approved estimates will then become 
the Expense Budget for the store. 


10. The executive in charge of each con- 
trollable section will be given the ap- 
proved figures and will be held re- 
sponsible for the control of expendi- 
tures in his respective division or 
departments within the amount al- 
lotted to him in the accepted expense 
plans. 


The Control of the Budget 


The head of the Expense Control 
Office is definitely responsible for keep- 
ing the planned expenditures within the 
limits set by the store budget. As soon 
as the budget has been accepted, he will 


notify the different department and 


division heads of their respective 
spending powers. A form on which this 
notification may be made is suggested by 
Chart III. 


The Expense Controller will issue 
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monthly figures to division heads to be 
filled in on these forms. These forms, 
which each Section Manager is required 
to keep up to date, will give him in- 
formation at all times as to the con- 
ditions within his own controllable sec- 
tion. 

Each executive head of a controllable 
section will be issued one of the forms 
printed below for each of the expense 
classifications falling within his section. 
The total of amounts shown on all 
forms will give the total for the Con- 
trollable Section. 

In order that the Expense Office may 
exercise full control, it is essential that 
it be apprised of every expenditure. 
While this purpose may be accom- 
plished in several different ways, it is 
thought that the most effective way, and 
the one which offers the least oppor- 
tunity for errors, will be to route all 
requisitions and cash vouchers through 
the Expense Office. 

Where this method is followed, no 
payment of pay-roll or non-pay-roll ex- 
pense will be made unless it has been 
passed by the Expense Office. A record 





Chart tl! 
STORE BUDGET 


ESTIMATED AND ACTUAL EXPENSE FOR PERIOD 
March 1923 through August 1923 





Section Head—Mr. Sub-Heau 


Selling Department Number 





Ciassification (name) Number 








Budget Period Actual Budget Actual Variation 
(By months) 1922 1923 1923 from Budget 








Mareh 
April | 
2 Months | 
May j 
3 Months | 
| 























June 








| J 
| | 
|_4 Months a rai i) ee 
L duly 
' 


5 Months 
— 








August 





6 Months } 


Total | 




















of every expenditure will be entered 
against the department incurring the 
expense, and a deduction of the amount 
expended will be made from the de. 
partment’s budget. This record will be 
checked up daily. 

The following method for controlling 
expenses and keeping them within the 
budget has been successfully followed 
by one of the leading department stores 
in an eastern city: 


A. PAY-ROLL EXPENDITURES 


In passing on a requisition, the neces- 
sity for the expenditure based on the 
department’s condition is the first con- 
sideration. 

In the case of selling departments, a 
record is kept by the Superintendent's 
Office and used also by the Expense Con- 
trol Office. This record shows daily 
production per person, which is worked 
out in the following way: Each Floor 
Superintendent reports daily before 
9:30 to the Superintendent’s Office the 
number of regular and special sales- 
people and stock people actually present 
on the preceding day as well as the num- 
ber of gross sales, amount of gross 
sales, credits, and net sales. These re- 
ports are posted to a summary sheet 
for each department covering a three 
months’ -period, and averages of pro- 
duction per person per day are worked 
out. The reports are valuable not only 
as a check for the necessity of adding 
new people, but also as an index of 
possible reductions. Salesmen are given 
quotas to be covered in number of sales 
as well as in amount. 

Selling items such as salespeople’s 
wages, stock people’s, cashiers’ and ex- 
aminers’ wages are controlled on a per- 
centage basis. The Service Superinten- 
dent, who is directly responsible for 
control of selling expense, requires his 
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floor superintendents each month to plan 
the organization by departments for the 
coming month. All figuring is based on 
probable sales, which is a compromise 
between the sales originally planned for 
that month and the trend of business up 
to the date the Floor Superintendent is 
making his estimates. These figures are 
passed on by the Service Superinten- 
dent’s Office where they are revised, if 
necessary, and, if approved, are used as 
guides by the Floor Superintendent dur- 
ing the month they are effective. 

An “open to spend” record by classi- 
fications is kept in the Expense Control 
Office. Weekly deductions are made 
from the six months’ budget for the 
period, and the balance is averaged over 
the remaining number of weeks in the 
period. This average figure is com- 
pared to the normal weekly salary cost 
of the classification. Used in conjunc- 
tion with this record is a weekly report 
by classifications, submitted to the Ex- 
pense Control Office by the Pay-roll 
Office, from which the actual pay-roll 
figures are obtained for the “open to 
spend” record. This report covers a 
yearly period on each sheet for each 
classification, and is very useful in an- 
alyzing conditions in non-selling depart- 
ments. 


B. NON-PAY-ROLL EXPENDITURES 


All requisitions are sent to the Pur- 
chasing Department, where prices are 
obtained, and an order on the vendor is 
typed. Purchase requisitions and typed 
orders are forwarded to the Expense 
Control Office, where the need for the 
expenditure is investigated and the avail- 
ability of funds checked. All requisi- 
tions follow this procedure, except in 
emergency cases involving danger to 
people and damage to building or con- 
tents, in which case the Operating Super- 
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intendent may authorize immediate re- 
pairs. The regular requisition is then 
put through at the first opportunity.® 

If a requisition is approved, and 
funds are available, the amount of the 
requisition is deducted from the Budget 
and the order is signed. If funds are 
not available, but the expenditure is 
signed as “justified,” a request for funds 
is forwarded to the Budget Committee 
and must be approved by the Budget 
Committee and Management before 
action can be taken. 

All cash vouchers are routed through 
the Expense Control Office for approval. 
After being approved, the amount of the 
voucher is deducted from the Budget. 
Use of cash vouchers is ‘restricted to 
money disbursed by department heads 
for carfare, for delivery of packages, 
and minor adjustments with customers 
for service claims such as lost packages. 
A ledger is kept by detailed classifica- 
tions of non-pay-roll expense showing 
daily and to date expenditures, outstand- 
ing requisitions, total of expense, and 
the budget balance “‘open to spend.” 

An expense memorandum is issued 
monthly in the form of an “open to 
spend” report. In addition, figures by 
detailed expense classifications are is- 
sued each month as soon as the audited 
figures are ready. 


Other Plans for Budgeting Expenses 


The following modifications of the 
above plan for budgeting expenses are 
suggested : 

Many department stores budget their 
expenses by selling departments as well 
as by expense classifications. Where 
: ® Requisitions for supplies to be drawn from 
stock may also be routed through the Expense Con- 
trol Office. No “open to spend” record will be 
kept on these items, but as a check on too heavy 


withdrawals from stock they will be reviewed be- 
fore being sent to the supply room to be filled. 








106 HARVARD BUSINESS REVIEW 





the detailed classification of expenses heads that their department is be; 
recommended by the Controllers’ Con- burdened with an unusual amount of the 
gress of the National Retail Dry Goods indirect expenses. The department 
Association is used, the selling depart- head can see that indirect expense bears 
ment’s budget will be prepared by the approximately the same relation to sales 
five functional divisions—Administra- in all the departments of the store, hence 
tive, Occupancy, Publicity, Buying, and he will not feel that he has been given 
Sélling. These five functional divisions too large a share. 
will be split into “Direct” and “In- 
direct” expenses. 

It is thought that the chief merit of 
this plan lies in the fact that it arouses 


Several medium-sized department 
stores develop their Expense Budgets 
in the following manner: 








the interest of selling department execu- I. First, a budget is prepared for each 
tives in the control of expenses. It, of the selling departments. In 
moreover, tends to eliminate the com- this budget the anticipated direct 
mon criticism of selling department expenses are recorded by months 
Chart iV % 

CONTROL FORM FOR SELLING DEPARTMENT 
Department No. __ _. Mdse Handled Budget Perlod lie 








MONTH PUBLICITY BUYING SELLING 
and SALES ies ies 


K %o of % of 
WEE ® lee: 8 


REMARKS 
% of 


$ spas $ Sales 


$ 


FEBRUARY BUD. Budget Figures 
End 3 

Week “ 2/10 

Week “ 2/17 

Week " 2/24 

3 * 2/28 
TOTAL 


MARCH BUDGET 
Actual 


Budget Figures 


Week “ 3/10 
Week * 3/17 
24 

3! 

TOTAL 
Variation from the 


APRIL BUDGET 


Actual 
4/7 
4/14 
4/21 
" 4/28 
1 4/30 


Vanation 


Cumulative 
v 
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IT. 


for the six months’ budget period. 
Under this plan, department heads 


are asked to submit department 


estimates of expenses to the Ex- 
pense Control Office in much the 
same manner that planned sales 
are ordinarily submitted to the 
Merchandise Office. Forms con- 
taining the following information 
are filled out by each department 
head for each month of the budget 
period: 


a. Department number ........ 
Mow © i icctaeker tenets 
(seer rr ry oe. Fink 


b. Sales 
1. Last budget period...... 
2. Anticipated sales......... 


c. Publicity 
Newspapers $........ % of 
anticipated sales ......... 


d. Buying 
eS errr % of 
anticipated sales ......... 


e. Selling 
1. Number of people (Both 
regular and special) 


2. Salaries $.... % of antici- 
pets GS... +48 ae tlces 
3. Bonus $..... % of antici- 


pele GED. <kinceveteme 
4. Other department salaries 
$....% of anticipated sales. 


f. The total amount $....% of 
anticipated sales ......... 


The budget for the store as a 
whole is prepared by the five 
functional divisions. All fixed 
charges are estimated largely on 
the basis of past expenses. Direct 
expenses are taken from the 
departmental budget explained 
above. 
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III. An “open to spend” control is exer- 
cised over each department to see 
that expenses are kept within the 
budget. The method employed is 
essentially the same as that used 
in controlling the buying power 
for selling departments. It is 
thought that the ‘open to spend” 
form suggested by Chart IV will 
give all of the essential data 
needed for the control of. selling 
departments under the plan as 
outlined above. 


MERCHANDISE BUDGET 


Less organization is required for the 
preparation and control of the Mer- 
chandise Budget than for the Expense 
Budget. In most stores, the entire re- 
sponsibility for this budget rests with 























































































































Chart V 
Merchandise Budget 
Period to Inc. Dept. No. 
Sept. | Oct. | Nov. | Dec. | Jan. | Feb. | Mar 
meets Mar. | Apr.| May | June| July | Aug. | Sept. | _— 
Retail Stock 1st of Month 
Last Period 
Estimated 
% Mark-up"on Stock 
Last Period 
Planned 
Purchases at Retail 
Last Period | 
Estimated 
Initial Mark-up 
“Last Period mec eat 
Estimated | | 
Sales ae i re oe 
‘Last Period i ee oe 
Planned Sales i { oa Ca 2 “ a. 
Mark- downs | Sa 
Last Period | 
“Estimated a oe i 
Expense Last Period 
= a 
Z 
_Estimated a3. . 
To | ae 
PROPOSED RESOURCES FULL LINE PRICES 


(Order of Importance) 


NAME TERMS 
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the Merchandise Manager. The Mer- 
chandise Manager will send forms to 
each of the division managers on which 
the estimates for their respective de- 
partments are to be returned. Chart V 
suggests a form which will include all 
the necessary data. 

The Division Manager, in conference 
with the department buyer, will arrive 
at a planned sales figure for each of the 
departments under his supervision. The 
following factors should be considered 
in arriving at a planned sales figure: 


1. The previous year’s sales. 

2. The normal growth of the store (for 
example, many stores plan for a 
growth of 10% a year). 

3. General economic conditions. 

4. Changes in the general level of prices. 

5. Style conditions in merchandise of the 
individual departments. 

6. The rate of stock-turn, and the rate of 
expense as compared with similar 
stores.* 


After the forms have been completely 





*Such a comparison can be made by the use of 
Bulletin No. 33 of the Harvard Bureau of Busi- 
ness Research. This Bulletin gives the common 
figures for expense percentages and _ stock-turn 
(1921) in 301 department stores that cooperated 
with the Bureau. 


filled out, they will be returned to the 
Merchandise Office, where they wil] be 
carefully checked by the Merchandise 
Manager. The Merchandise Manager 
will then transmit these estimates, both 
by departments and by merchandise 
divisions, to the Budgetary Committee 
for their approval. (See Organization 
Chart I.) 

The Budgetary Committee will then 
approve or amend the estimates. After 
being passed on by the Budgetary Com. 
mittee, the estimates will be sent to the 
Management, and if the Management 
considers the figures to be in accordance 
with the general store policy and plan 
of growth, they will be approved. The 
accepted figures then become the actual 
budget of planned sales. 

A copy of the accepted budget will 
then be sent to each department buyer. 
Forms similar to the form printed above 
may also be used for this information. 

Weekly reports will be compiled in 
the Merchandise Office, showing the 
comparison between expected sales and 
actual sales for the week and for the 
period to date. It will be necessary to 
revise the Sales Budget in the light of 
the actual sales as they are recorded. 


A COMPARISON OF PAR AND NO-PAR STOCK, 
WITH SPECIAL REFERENCE TO THE EFFECT OF THIS 
FEATURE ON MARKET PRICE' 


—_—— rapidly growing use, during re- 
cent years, of stock without par 
value makes it worth while both to 
study its history and to compare its sali- 
ent points with those of par stock. In 
1892 a proposal to authorize no-par 
stock was favorably reported to the 
New York State Bar Association, but 
no definite action resulted. Discussion 





1 Adapted from theses by Nelson C. Tisdel, Jan- 
uary, 1922; and John P. Sedgwick, May, 1922. 


of the idea continued, however, until in 
1909 a bill providing for the issue of 
no-par stock was passed by both houses 
of the New York legislature, but was 
vetoed by the governor. Fresh interest 
was aroused in 1911 when the Railroad 
Securities Commission advocated its use. 
Finally, in 1912, a bill authorizing the 
issue of shares without par value be- 
came a law in the state of New York. 
Twenty-two other states now have sim! 
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lar statutes, so that the issue of no-par 
stock is permitted in about half of the 
United States. 

The primary purpose of shares of 
stock is to divide the total interest in a 
business among different persons. Par 
stock accomplishes this result, but only 
indirectly. It sets an arbitrary value on 
each share, assumes that the aggregate 
face value of all the shares is equal to 
the total interest in the business, and 
then gives each person a specified num- 
ber of shares. No-par stock simply 
says: “Here is a business. The total 
interest shall be divided into so and so 
many parts; and each person will re- 
ceive so many shares.” The process is 
simple and straightforward. 

Many people seem to think that stock 
should appraise its own worth through 
having a face value. These people feel 
that this self-evaluation should apply 
both to the individual share and to the 
entire business. Such a theory rests on 
the assumption that the face value of 
each share represents assets worth the 
amount stamped on each certificate. 
Hence it follows that the total assets of 
a business are equal to the aggregate 
of the face value of all the shares. It 
is well known that this premise is rarely 
found to exist in actual life. With al- 
most every transaction, furthermore, the 
worth of the assets must change. The 
result is a feeling among many people 
that the corporation has been dishonest. 
This produces prejudice not only against 
one concern, but against all. No-par 
stock makes no attempt at self-evalua- 
tion and thus avoids any possibility of 
such criticism. 

Lawmakers have felt that the value 
set forth on the face of a share of stock 
should be a true statement and hence 
have passed laws designed to make this 
the actual condition. To this end they 
have provided that any share which has 
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been issued for a consideration less than 
its face value shall be subject to assess- 
ment for the difference between the con- 
sideration paid and the face value. It 
is only in exceptional cases that the pub- 
lic will buy shares which are not fully 
paid and so permit itself to become 
liable to an assessment. It rarely hap- 
pens that the full face value of all the 
shares is paid in cash. The balance is 
paid for in goods or in “‘services.”” The 
worth of these, and particularly of the 
latter, is at best problematical. 

It is, therefore, necessary to issue 
stock in such a way that it shall meet 
the legal requirements. Many devious 
methods are used. Most of them de- 
pend on a liberal estimate of the value 
of the “consideration,” which is often 
almost entirely intangible, being such 
an item as “services rendered.” To 
make an accurate estimate of this kind 
is impossible. Where the directors are 
honest, it places a heavy and unneces- 
sary responsibility on them. In the case 
of no-par stock none of these complica- 
tions is involved. It is a straightfor- 
ward proposition, simply selling each 
person a number of shares, each of 
which is a stated fractional portion of 
the entire interest in the business. What- 
ever the consideration received, each 
share is fully paid and non-assessable 
when issued.? 

In reorganization, the simplicity of 
no-par stock is evident. Here a certain 
number of no-par shares may be directly 
exchanged for any number of old securi- 
ties. If new par stock were issued, some 
exchange would have to be made where- 
by the value of the sold shares equaled 
the face value of the new. This often 
presents complicated legal and account- 
ing difficulties, to say nothing of prob- 
lems in general business policy. His- 





2Some states stipulate a small minimum con- 
sideration, such as a consideration worth $s. 
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toricaily, it is interesting to note that no- 
par stock often was particularly useful 
in consolidations and reorganizations 
during the time when the taxability of 
stock dividends was still in doubt. The 
income tax laws held that when a man 
exchanged stock in one corporation for 
stock in another, he was taxable on the 
excess value of the stock received over 
the cost of the stock turned in, except 
when in a reorganization, merger, or 
consolidation he received new stock of 
no greater aggregate or face value than 
the par stock for which it was ex- 
changed. Thus no-par stock could be 
issued in any desired quantity without 
danger of the holder’s being taxed on 
any excess value. 

In peddling stock to the public the 
glamor attaching to the face value of a 
stock has often given it false worth in 
the eyes of the ignorant and helped 
make it easy for swindlers to perpetrate 
fraud. When a share of stock has no 
face value, it immediately puts people 
‘Yon notice” to determine the value for 
themselves. 

If an organized company has shares 
with a face value of, say, $100 and 
wishes to sell some new shares at $50, 
legal restrictions (as noted above) make 
the process difficult and complicated. 
Any subterfuge adopted, furthermore, 
tends to bring discredit to the reputation 
of the company. This situation is elimi- 
nated by the use of no-par stock. 

A number of objections have been 
raised against no-par stock, which it 
seems necessary to consider at least 
briefly. Opponents of the idea urge 
that the protection to creditors is not 
so strong as in the case of par-value 
stock, where creditors have the assur- 
ance that assets at least equivalent to 
the par value were received by the cor- 
poration at its inception and presum- 
ably are still available. This assurance 


is of little real value, since (as shown 
above) the value placed on those assets 
is rarely an accurate measure of their 
worth. To satisfy those who demand 
some legal protection to creditors, , 
clause may be put in the law (as has 
been done in a number of states) pro. 
viding that the corporation must state 
that it will do business with a specified 
minimum capital, and the law may fur- 
ther provide that no corporation may 
incur any debts until the entire amount 
of this stated capital is paid in to the 
treasury of the company. Under any 
conditions, moreover, sellers should ad- 
vance credit on the basis of the integrity 
of the directors, the net assets, and the 
current position of the corporation 
rather than on the par or stated stock 
value. This can be done equally well 
whether the stock has par value or not. 

Another source of danger which some 
say is inherent in no-par stock is that a 
corporation may pay dividends out of 
capital. For the presumed protection of 
creditors this can be guarded against 
by a legal provision similar to that men- 
tioned above. A company may be re- 
quired to state that it has a certain 
amount of capital and may be inhibited 
from paying dividends which would re- 
duce the assets below this amount of 
capital. 

Another objection to no-par stock is 
that the readiness with which it can be 
issued makes it easy to sell shares be- 
yond the number of those originally 
marketed and thus emasculate the equity 
of the original shareholders. This, how- 
ever, can also be done with little trouble 
in the case of par stock. In either case 
it can be guarded against in the original 
by-laws of the concern by requiring the 
consent of a majority, or two-thirds or 
some other desired proportion, of the 
original shareholders to consent to the 
new issue. 


— ITADWADTY RITCINECS VEVIPW 
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Some claim that no-par-value stock 
provides no standard for scientific ac- 
counting or for ascertaining the value 
of the physical property of the company. 
Certainly par stock has not only not done 
this, but has tended to encourage false 
values so as to produce a balance of the 
books, and this balance is often funda- 
mentally false. In the case of no-par 
stock it is natural and simple to place 
the truest possible estimate on the assets 
and the liabilities; to let the balance be 
the difference between these two and to 
let it be represented by the number of 
no-par shares outstanding. 

Another objection which, if valid, 
would be a serious one is that due to 
the fact of a stock having no par value 
it sells for less than if it had a par value. 
Perhaps this is true when selling to the 
inexperienced. If this is the case, it is an 
argument in favor of no-par stock, as 
a means of helping to discourage fraud. 
If, however, this effect was felt when a 
stock sold on an organized exchange, 
it would be a big hindrance to the use 
of no-par stock. To determine this 


>The Dow-Jones index during the period under 
study contained the following stocks: 

American Can 

American Car and Foundry 

American Locomotive 

American Smelting 

American Sugar Refining 

American Telephone and Telegraph 

Anaconda Copper 

Baldwin Locomotive 

Central Leather 

Corn Products Refining Company 

General Electric 

Goodrich 

Republic Iron and Steel 

Studebaker 

Texas Company 

United States Rubber Company 

U. S. Steel 

Utah Copper 

Western Union 

Westinghouse 
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point, a study has been made of two 
stock indexes. That of Dow-Jones 
and Company® has been taken to rep- 
resent par stocks; and an index of 10 
stocks ¢ for which quotations are avail- 
able back to June, 1917,° has been con- 
structed to represent no-par_ stocks. 
(The Dow-Jones index will be desig- 
nated as Index A, and that of the no-par 
stocks as Index B.) 

Of the many elements which may 
affect the price of a stock, some of the 
more important are rate of dividends, 
rate of earnings, amount of equity 
behind the stock, nature of the busi- 
ness, capacity of the management, mar- 
ketability of the stock, future prospects, 
and in some cases, speculative manipu- 
lation. The only factors that can be 
directly measured are the price at which 
a stock sells, its dividend rate, and, to a 
less extent, the rate of earning and the 
equity behind the stock. Since these 
last two are affected by the varying ac- 
counting practices employed by different 
companies, they are not absolutely com- 
parable, but they may at least be used 





* The no-par index contains the following stocks: 

California Packing 

Cerro de Pasco Copper 

Cuba Cane Sugar 

Gaston, Williams and Wigmore (now Gaston 
and Company) 

Haskell and Barker Company 

Kennecott Copper 

Lee Rubber and Tire Company 

Pierce Arrow 

Transue and Williams Steel Company 

United Alloy Steel Company 


5 Owing to the recent development of this type 
of security the choice of data is very limited. In 
order to get comparisons extending over several 
years it has been necessary to use almost all the 
no-par stocks listed on the New York Stock Ex- 
change in June, 1917. The list used has, therefore, 
the inherent characteristics of data chosen under 
such limiting conditions; i.e., it allows little use 
of discretionary powers in picking the stocks, but it 
avoids the possibility of being accused of choosing 
particular stocks to prove a preconceived thesis. 
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as rough guides. Moreover, these mea- 
surable factors ® give approximate esti- 
mates of the intangible factors, since the 
latter are bound to affect the former. 
There are at least two significant 
ways to compare the prices of stocks: 
either directly one with another or by 
contrasting the relative yields. Since 
comparisons are only approximate, it is 
advisable to use both methods so as to 
produce the most conclusive results. 
When using yield as a basis of com- 
parison, the relationships between two 
groups of stocks may be considered by 


means of the formula: 

Yield on A _ 

Yield on B 
Factors affecting A (excluding dividends and market price) 
Factors affecting B (excluding dividends and market price) 








®* The exact method of dealing with the figures is, 
at best, arbitrary. In this study the following pro- 
cedure has been used. The averages of the monthly 
high and low of each stock were averaged to 
obtain a composite quotation which is used to 
represent each index in any one month. Earnings 


While it is not possible to make a 
mathematically perfect evaluation of 
this equation, yet it is possible to get 
an approximation which will be a prac- 
tical guide. The Dow-Jones index con- 
tains a larger list of companies, contains 
better seasoned companies, and contains 
more companies with prospects of stable 
earnings than does the no-par stock in- 
dex. For all these reasons one would 
expect that the yield on the Dow-Jones 
index would continually be less than that 
on the no-par stock index. The chart 
reproduced above shows that such is not 
the case. 

Until January, 1919, the yield was 
less, but from then on the two yields 





and dividends are considered as the average of 
the total amount earned or paid on each stock 
during one year, ending as near December 31 3° 
possible. Equity has been figured from the balance 
sheet as reported nearest to December 31 of each 
year. 








mo’ 
no- 
wid 
exp 
con 
new 
esta 
wot 
pre: 
sert 
of 


mal 


on | 


7 
earl 
ere 
var 
tive 


¢ 
- 


this 
Marke 
Marke 








Year 
1g! 
Ig! 
IgI 
192 
192 


f 
whe 
weit 
pect 
wou 


7 Fe 


sible. 








_> 


SUMMARIES OF BUSINESS RESEARCH 113 


move together, with the yield on the 
no-par index usually the lower. The 
wide spread at the beginning is easily 
explained by the fact that many of the 
companies in the no-par index were 
new companies and thus were without an 
established record behind them. It 
would, therefore, seem that this test 
presents no evidence to warrant the as- 
sertion that the fact of a stock being 
of no-par value has an effect on its 
market price. 

Another comparison may be made 
on the following basis: 


Market price A _ Factors affecting A 
Market price B ~~ Factors affecting B 





The measurable factors of equity, 
earnings, and dividends may be consid- 
ered as entering into this equation with 
varying force. It is felt that their rela- 
tive weights are equity = I; earnings 
— 2; dividends = 3. Calculations’? on 
this basis give the following results: 


Market price A Measurable factors affecting A, weighted 
Market price B Measurable factors affecting B, weighted 





Year 


1917 2.30 2.78 
1918 2.24 2.32 
I919 2.04 2.53 
1920 2.50 2.42 
1921 2.45 2.50 


In the two years, 1917 and 1919, 
where the discrepancy is over 0.08 the 
weighted factors would lead one to ex- 
pect that the price of the no-par index 
would be relatively lower than it really 


‘For as near December 31 of each year as pos- 
sible. Cf. footnote 6. 





is, since the A factors are greater than 
the B factors by more than the price 
of A is greater than the price of B. 
For example, in 1917 the factors af- 
fecting A, the Dow-Jones index, are 
2.78 times those affecting B, the no-par 
index. We should, therefore, expect 
that the price of A would be 2.78 times 
that of B. Instead of this being the 
case, the B index is so large, in com- 
parison with A, that A is only 2.30 times 
as great as B. The same applies in 
1919. The probable cause of this dif- 
ference is due to greater speculative 
earning possibilities in the stocks of the 
B index as compared with those in the 
A index. In this test, therefore, as in 
the first, the two indexes act as we 
should expect them to, and there is no 
evidence that the fact of a stock being 
without par value has any effect on its 
market. This objection, then, can be 
discarded along with the others raised 
against this type of security. 

The primary purpose of both par 
and no-par stock is to divide the total 
interest in a business among different 
persons. While both are successful in 
accomplishing this purpose, stock with 
a par value in attempting to appraise 
and fix the value of that total interest 
gives rise to complications and inconsist- 
encies. The safeguards which the ex- 
istence of a par value was designed 
to create, furthermore, are so easily 
avoided by resort to technical subter- 
fuges that no substantial protection is 
afforded. Shares of stock without par 
value, fulfil the primary purpose in a 
simple and truthful manner. 
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DISTRIBUTION POLICIES OF TIRE MANUFACTURERS 


NE of the five largest automobile 
O tire companies, now manufactur- 

ing approximately 4,000,000 
tires a year, or about one-ninth of the 
total output in the United States, ex- 
panded its sales rapidly during 1918 and 
1919. In order to obtain immediate 
distribution, it granted retail franchises 
to a large number of dealers in all types 
of establishments and now sells to over 
20,000 retailers, most of whom also 
handled other brands of tires. Other 
large tire manufacturers also sell freely 
to all types of retailers, but they have 
found that this method of selling re- 
quires a large organization and is ex- 
pensive. 

A certain smaller company has al- 
ways distributed its product through 
exclusive retail agencies. It was estab- 
lished in 1913 and, from the beginning, 
stated to its dealers that it expected to 
become one of the large producers and 
that it did not intend to depart at any 
time from its initial policy of exclusive 
agencies. Its dealers ‘sell no other 
brand of tires and are selected so as to 
give such a geographical distribution 
of retailers as practically will prevent 
competition between agencies, although 
several representatives may be located 
in one large city. Competitors pre- 
dicted that such a policy could result 
only in failure. The company’s sales 
increased steadily, however; it contin- 





1$tarch, D., Advertising, Its Principles, Practice 
and Technique, p. 15. 

2“Convenience goods are those customarily pur- 
chased at easily accessible stores; examples are 
canned soup, tobacco products, electric light bulbs, 
safety razor blades, shoe polish, leundry soap, 
crackers, popular magazines, confectionery, and 


ued its regular development during the 
war period and showed such satisfac. 
tory growth during the depression of 
1920-21 and the year 1922 that larger 
competitors consider its record a chal- 
lenge to the policy of marketing tires 
through as many dealers as can be in. 
duced to handle their brands. The 
policy of planning for a gradual and 
natural growth was a guard against 
overexpansion during the 1919-20 
boom period. In 1922 it became trade 
knowledge that this company selling 
through exclusive retail agencies would 
increase its daily production to 5,000 
tires with an estimated annual output of 
1,500,000. 

Although this company is one of the 
few producers who distribute tires 
through exclusive retail agencies, its suc- 
cess and the fact that the larger manv- 
facturers are considering the problem 
of distribution indicate the need of 
careful analysis to determine the most 
logical methods of retailing and 
whether there are practical obstacles to 
prevent the adoption of the methods 
which are indicated as the most natural 
tendencies in the future of the business. 


Are Tires Convenience or 
Specialty Goods? * 


Most tire manufacturers distribute 
their goods to nearly every retail dealer 





tooth paste... .. Specialty goods are those which 
have some particular attraction for the consumer, 
other than price, which induces him to put forth 
special effort to visit the store in which they are 
sold and to make the purchase without shopping.” 
Melvin T. Copeland, Harvarp Business REVIEW, 
Volume I, No. 3. 
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who wishes to buy. For a given brand 
of tires, if distribution were general 
enough, customers could always be sup- 
plied immediately at the retail estab- 
lishments so near that neither time nor 
transportation costs would be counted 
in making a purchase. Such general 
distribution is probably impossible of 
attainment for any one brand of tires 
and would be out of the question for 
any large number of brands, although 
retailers may carry two to four makes 
with more or less complete stocks of 
sizes and treads for each. 

If owners of automobiles will go to 
certain specific stores for the brands of 
tire which they prefer, distribution to 
the greater number of retail establish- 
ments is not needed and may be undesir- 
able. In emergencies it is probable 
that tires are bought at the most con- 
venient source of supply; in other cases 
a buyer will probably go to a dealer 
who has the brand of tires which he 
likes best if the dealer can be fairly con- 
veniently reached by automobile. It is 
a reasonable assumption that only a 
small percentage of the tires used are 
sold under emergency conditions. Most 
drivers provide for emergencies by car- 
rying extra tires and tubes, which indi- 
cates that users do not require or expect 
that tires will be provided at many con- 
venient places as food, laundry soap, or 
popular magazines are supplied. The 
indications are that buyers seldom de- 
sire the prompt satisfaction of their 
wants for new tires and tubes and may 
postpone the actual purchase for some 
time after the specific need is realized. 
The unit price is large enough to justify 
the expenditure of some time and ex- 
pense for transportation to the place of 
purchase. The plan of selling through 
exclusive retail agencies used by the one 
company mentioned is based on the 
theory that tires are specialty goods 
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which customers will go to specialt 
shops to buy. ' 

On the other hand, a great many cus- 
tomers doubtless are influenced in their 
choice of tires by their garages. Espe- 
cially is this likely to be true in cases 
where the car is kept in a public garage, 
many of which sell tires. A limited num- 
ber of the total number of garages could 
be included in the system and still have 
it exclusive. The exclusive agency plan, 
however, does not contemplate the 
granting of franchises to garages, but 
even if it did, the distinct influence of the 
garage man would be limited to his pa- 
trons who comprise only a small propor- 
tion of the automobile users. 

It is expected that exclusive agencies 
would hold rigidly to a fixed price, al- 
though the class of users who buy on 
price would prefer to buy where price 
concessions are obtainable. If exclusive 
agencies were general, these buyers 
would be likely to shop around for price 
and not buy of regular franchised exclu- 
sive agencies, which often would result 
in their buying non-standard brands. 
More or less retail price-cutting is said 
to be general now, and a continuance of 
the policy by dealers would interest 
some classes of buyers, probably those 
who use small sizes or medium and 
lower grades, but would be of less in- 
terest to users who want quality and are 
willing to pay for it. All buyers are 
pleased to save. money, but although 


price wars of themselves do not neces- 


sarily reduce quality, nevertheless some 
buyers would be suspicious of goods on 
which the price had been reduced. 
Exclusive agencies would be able to 
establish a prestige with many purchas- 
ers for high-grade goods and services 
and hold their trade by winning the 
confidence of their customers. The ex- 
clusive agent would carry a complete 
stock so that when a customer finally 
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went to the store to buy a tire, he would 
be assured of good service and would 
not be asked to wait until a tire could 
be secured from the factory branch. 
Dealers carrying from two to four or 
more brands cannot, except in rare 
cases of large volume of sales as com- 
pared to the number of brands handled, 
carry a complete stock of cords and 
fabrics in all sizes and treads. It is 
more important to the user that he be 
assured that his want will be satisfied 
on request than that there be a pos- 
sibility of securing tires with a chance 
of disappointment at every retail estab- 
lishment. 


Attitude of Dealers 


The attitude of dealers toward the 
line is important in working out the best 
methods of retailing goods and has a 
large influence on customers’ buying 
habits. 

Exclusive agents would not have to 
cut prices to meet competition on their 
own brand of tires, for on this they 
would have no competition. Price-cut- 
ting by other dealers on other brands 
may decrease their sales, however, and 
tempt them to reduce their prices, al- 
though in that case the manufacturer 
might punish them by canceling the 
agency contract. A definite agreement 
to maintain resale prices, however, 
would be illegal. It is reasonable to 
suppose that desirable retailers can be 
secured as exclusive agents, provided 
they are satisfied that they can secure a 
sufficient volume of sales in the one line. 
The first large manufacturer to adopt 
the plan would presumably have the 
choice of the best representatives. A 
dealer changing over to the exclusive 
agency plan would doubtless lose many 
customers who prefer the brands which 
the dealer gave up, and it would be 
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hardest to get the best dealers—those 
who are making money—to change, be. 
cause they have the least reason for 
changing and would be the most fear. 
ful of a loss of sales. A good agent 
could put more sales effort on his ex. 
clusive line, however, and after a time 
should get back his former volume of 
sales. He would be less affected by 
changes in the business cycle than un. 
der the old plan. During a depression, 
although he would lose volume becaus¢ 
of the decrease in the demand for auto. 
mobile tires in general and although he 
doubtless would lose some sales to cus. 
tomers who wished to economize and 
buy tires at this time as cheaply as pos. 
sible, nevertheless his business would 
not be reduced because of price-cutting 
by competitors on his brand of tires. 
Under the exclusive agency plan, 
local dealers could advertise without ex- 
pecting competitors to get part of the 
benefit because they would have no com- 
petitors with the same brand of tires. 


Attitude of Manufacturers 


The manufacturer can have a large 
part in determining what consumers’ 
buying habits shall be. It may be that 
manufacturers have set the present 
method of distributing automobile tires, 
and even if not the best, it may be 
so well established that an abrupt 
change in principle is impossible. 
Whether the manufacturer wants 4 
change in methods of retailing or not 
will depend upon many considerations. 
Space can here be given to brief dis- 
cussion of only a few of these. 

He may expect to benefit from ex- 
clusive agencies through larger orders 
than from general agents, a smaller 
number of accounts and less credit risk, 
a smaller sales force, better control and 
concentration of advertising, more C0 
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operation with dealers, and greater 
prestige with customers because of the 
exclusive nature of the service of their 
representatives. 

On the other hand, as previously 
pointed out, if a company were to 
change to exclusive retail agencies, 
some retail sales might be lost because 
buyers preferred to continue to buy from 
their present dealers, and some might 
be lost because of price-cutting by 
retailers of other brands. It is pos- 
sible that a rapid expansion of sales can 
be secured more easily through the 
largest number of general retail agents 
that it is possible to secure rather than 
through exclusive agents. One of the 
large tire companies almost doubled 
its production during the two years, 
1918 and 1919. It might have been 
dificult or impossible for exclusive 
agents to absorb this increase and there 
is a question whether the company 
could not maintain its volume of sales 
if it sold only through exclusive agen- 
cies. The difference between selling 
1,500,000 and 4,000,000 tires a year 
may be great enough, perhaps, to ex- 
pect that the plan which the smaller 
company uses with success might fail 
with the larger company. Although 
theoretically the principle should be the 
same for a large and for a small com- 
pany, the volume of sales alone might 
be the deciding factor in the choice of a 
method of distribution. 

_ As mentioned, it is reasonable to be- 
lieve that a company could economize 
in its warehouse and branch organiza- 
tion by inaugurating the exclusive re- 
tail dealer system. For the administra- 
tion of its business with its 20,000 
dealers, one company maintains six 
sales divisions, fifteen districts, and 
about ninety branches. The exclusive 
agency system would reduce the num- 
ber of retailers selling the brand to 
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about one-third the present number. A 
smaller organization could take care of 
the requirements of the reduced number 
of retailers even if the volume of sales 
is not decreased. It is suggested that 
some of the branches could be closed by 
the above-mentioned company if it were 
selling through exclusive retail agents 
and orders, which would reasonably be 
larger than at present, shipped from a 
few centrally located cities. 


Policies of Large Tire Companies 


Some of the policies and experiences 
of certain of the large tire producers 
are stated in the following paragraphs 
because they are believed to indicate a 
tendency in the tire industry. 

In 1921, one company started a cam- 
paign to induce a selected number of 
retailers to stock only its brand of tires. 
It informed its customers that in future 
no franchises would be granted which 
would interfere with the business of any 
retailer then holding a franchise. This 
was to be a universal policy, although 
indiscriminate franchise-letting had 
been practiced prior to that date. 

Since 1921, all of one company’s ad- 
vertising has been directed toward help- 
ing the dealers and urging them to stock 
its brand of tires 100% in their stores. 
The company argues that if a man goes 
into a tire shop with his mind made up 
to buy a brand and sees various other 
brands in the same store, he will be 
confused as to which is the best and 
will believe the dealer is in doubt as to 
the superiority of the company’s brand. 
It states that a customer would prefer 
to go into a store where the dealer has 
one brand and is 100% sold on that 
brand. 

One company has decided to discon- 
tinue its business with some of its small- 
est customers, those dealers who carry 


CASE STUDIES IN BUSINESS 119 





118 


tires as a mere side-line in connection 
with some service or commodity for 
automobile users and, therefore, are the 
most likely to cut prices. This company 
has paid all the cost of advertising in 
local papers and put the name of its 
authorized dealer in its advertising 
where it has only one or two dealers in 
a locality. It has supplied retailers 
with metal signs for their establish- 
ments and for distribution in surround- 
ing territory. It has spent considerable 
money on dealer helps, has worked out 
accounting systems for retailers, has 
helped them keep their records and has 
furnished information on stock-turn and 
methods of computing it. 

Tire retailers have been benefited by 
the simplification of the line by the in- 
dustry.* In 1922 a typical tire manu- 
facturer was manufacturing and sell- 
ing only seventeen sizes of casing and 
tubes. A majority of the sizes were 
made in several treads and in both fab- 
rics and cords. The average inven- 
tory carried by a wholesale branch was 
approximately 2,500 tires. A stock for 
a retailer with a well-developed trade 
was from 150 to 500 tires; but many 
small retailers and garages carried only 
a few sizes of any one brand in stock 
and bought from hand to mouth from 
the manufacturer’s wholesale branch. 
In cases where the required number of 
tires were not carried in stock, the com- 
pany did not give the dealer the regular 
price to agents but allowed a smaller 
margin off the retail price. From these 
experiences of manufacturers it seems 
obvious that methods of distribution 
are being changed and developed and 
that it is important to know now just 
what tendencies are indicated. 





3In 1918, on recommendation of the Commercial 
Economy Board of the Council of National Defense, 
later the Conservation Division of the War Indus- 
tries Board, the tire manufacturers had reduced the 
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Conclusion 





It is important to determine at the 
outset whether consumers’ buying hab. 
its are such that automobile tires and 
tubes are convenience goods and should 
be sold through as many dealers as pos. 
sible or are specialty goods and should 
be sold through stores which handle one 
brand exclusively. 

The analysis of the consumers’ buy- 
ing habits given above indicates that 
the higher-priced brands of tires and 
especially the larger sizes would be ac- 
cepted as specialty goods by users. It 
is possible that cheaper grades and 
smaller sizes may be border-line cases 
between convenience and specialty 
goods. 

The discussion of the attitude of re- 
tailers and the advantages and disad- 
vantages to the manufacturer of the 
two methods of retailing indicate that 
the dealer and manufacturer can throw 
their influence toward developing con- 
sumers’ buying habits for tires either as 
convenience or specialty goods. The 
recently determined policies which were 
mentioned indicate that some of the 
producers are trying to find something 
better than the present methods of dis- 
tribution, and their difficulties indicate 
that the results of sales policies of tire 
manufacturers will not be entirely satis- 
factory until the methods which would 
logically follow from a correct classif- 
cation of the goods with reference to 
consumers’ buying habits are finally 
tried. Mistaken methods of selling 
may determine consumers’ buying hab- 
its but will not give the most satisfac- 
tory results to the trade. 

The experience of the tire company 





number of sizes of pneumatic tires from 287 to 33. 
The plan provided for further reduction each year 
until a minimum standard was reached. Cf. ar- 
ticle by A. W. Shaw, Harvarp Business REVIEW, 
July, 1923. 
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which sells through exclusive retail 
agents indicates that its tires, a good 
quality brand, can be sold through ex- 
clusive agents as specialty goods. The 
recently determined policies of some- 
what limiting the number of retailers 
and eliminating dealers who handle 
tires as a side-line, of trying to induce 
dealers to stock a given brand 100%, 
and advertising to help the dealer, in- 


uy: dicate a trend toward distribution 
hat 
and 
ac- 
It HE Argosy Mills, located in a 


large textile center in New Eng- 
land, was considering the advisability 
of introducing an employee represen- 
tation plan in May, 1923. It had al- 
most always had amicable relations 


| with its employees, and even then its 
the intention was not motivated by any 
present or immediate danger of a 


strike. In fact, in its long existence 
it had been troubled by only three 
strikes, and these at times of national 
unrest. The company had always 
been operated on an open shop basis, 
no discrimination being shown against 
union men. It had endeavored to ob- 
tain the cooperation of its employees, 
not by dealing with outside union off- 
cials, but by setting up some sort of 


rs- organization of its own employees 
ld which aimed to offer them an outlet 
ifi- for suggestions. 


In 1915 the first definite step in this 
direction was taken. A committee 
known as the Safety Committee, com- 
posed of employees selected by the 
overseers of each department, was in- 
troduced. The term of office was six 
months. Half of the committeemen 
were to be succeeded every three 
months, this rotation in office insuring 
a fairly rapid introduction into safety 
work. It was the purpose of this com- 
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through a smaller number of dealers 
than at present. This tendency is of 
importance in indicating the future 
methods of retailing tires and tubes 
and, when the companies have given 
the plans further trial and study, they 
may agree that tires should be handled 
as specialty goods with selected dis- 
tribution and not as convenience goods 
with general distribution, as is the more 
common practice at present. 


THE INSTALLATION OF A SHOP ‘COMMITTEE 


mittee to make constructive criticisms 
of the sanitary conditions in the mills 
and suggestions relative to safety de- 
vices. It became apparent after a few 
meetings that it would be extremely 
difficult to confine discussion to these 
two points; questions of management 
methods and labor policies were re- 
peatedly brought up by the employee 
members. It required great tact on 
the part of the management represen- 
tative who was chairman of the Safety 
Committee to rule out such questions 
without destroying the interest or 
arousing the antagonism of the com- 
mitteemen. Finally, in January, 1917, 
an overseers’ committee consisting of 
all the overseers in the mills was 
formed to consider such suggestions as 
might be made by the Safety Committee 
on matters other than safety and 
sanitation. 

This system of two committees func- 
tioned during the war without substan- 
tial changes and with considerable suc- 
cess. During the past year, however, 
the Safety Committee became less ac- 
tive. The mills were developed along 
safety and sanitary lines to a high de- 
gree. The management saw that the 
employees were losing interest in the 
meetings and that the Committee no 
longer seemed to stimulate the em- 
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ployees to take an active interest in 
the management of the mills. 

Serious consideration, therefore, was 
being given to the advisability of in- 
troducing an employee representation 
plan in order to reawaken the interest 
of the employees. The management 
was undecided, however, whether May, 
1923, was the most opportune time in 
which to take such a step. It was also 
uncertain as to how such a plan should 
be introduced. 

There are two situations which are 
of importance in determining when to 
introduce an employee representation 
plan: (1) the relationship existing be- 
tween management and men; (2) the 
position in the business cycle. 

Times at which to introduce such a 
plan may be classified in general as 
follows: when an actual break with 
one’s employees has occurred or is 
threatened; on the upward swing of 
the business cycle; on the downward 
swing of the business cycle. 

Some employers favor the policy of 
“letting well enough alone.” So long 
as they are not having any trouble with 
their men, they deem it inadvisable to 
make any change that may disturb the 
peaceful relationships existing. They 
fear that the introduction of such a 
plan will needlessly stir up the union 
officials, as unions are commonly known 
to be opposed to employee representa- 
tion plans.’ Introduction at a time 
when a strained relationship exists be- 
tween management and men, however, 
burdens the plan to such a degree that 
the chances of its success are materially 
lessened. Employees look upon it as 
a makeshift temporarily called upon 
to satisfy other grievances. They have 
not the confidence in the sincerity of 


af 

1 Cf. resolution passed at annual convention of 
the American Federation of Labor in 1919 at At- 
lantie City, N. J. 
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the management in bringing forth such 
a plan; they are suspicious of it in 
every way. And without their whole. 
hearted support, the chances of the ef. 
fectiveness of a plan are reduced almost 
to zero. Then, too, at such a time the 
management may have to grant them 
greater concessions than it would at 
other times. In most cases, therefore, 
the introduction of an employee repre. 
sentation plan is inadvisable when an 
actual or threatened disruption with 
the employees exists. 

In seeking to determine the most 
favorable theoretical time at which to 
start an employee representation plan, 
other things remaining the same, one 
would find both the upward swing and 
downward swing of the business cycle 
to have their advantages and disad- 
vantages. It must be borne in mind 
that it takes at least from three to six 
months before the plan comes into full 
operation. In favor of installation 
during the downward swing would be 
the fact that then the workers would 
be more likely to accept and -partici- 
pate in such a plan. With business 
conditions growing worse and the dan- 
ger of losing one’s job growing propor- 
tionately larger, an employee is in a 
position where he must ordinarily ac- 
cept whatever policies are proposed by 
the management, without offering much 
protest. The management, moreover, 
would have some time in which to edu- 
cate its men to the working of the plan 
before the tide of business turned and 
gave the employees greater bargaining 
power. There is always the danger, 
however, that during this period man- 
agement, and especially the foremen, 
may exert such an arbitrary power that 
the men will be prevented from ex- 
pressing their grievances freely. An- 
other disadvantage to this period of 
the business cycle arises from the fact 








the 








that one of the early steps the com- 
mittee will have to take is a reduction 
in wages. Before the employees have 
become fully cognizant of the real pur- 
poses and ideals behind the plan, such 
a heavy strain placed on it may cause 
inestimable harm and jeopardize its 
chances of success. The attitude of 
the employees under such circumstances 
would ordinarily not be favorable to 
the plan. 

The upward swing of the business 
cycle is more favorable in this last re- 
spect. No such burden is imposed; in 
fact, it will be through the agency of 
the plan that wages will be raised to 
conform with the increase in the gen- 
eral price level. The interest and co- 
operation of the men will thus be 
increased. From the point of view of 
the management, however, the period 
is not so favorable. The employees 
are at this stage in the stronger posi- 
tion. It is more difficult to sell them 
the idea of cooperation when they feel 
that business conditions are favorable 
to them. If they do accept it, it is 
often at the price of concessions which 
the management would not be willing 
to give them under normal conditions. 

It becomes apparent that the ques- 
tion 01 the most favorable time to in- 
stall an employee representation plan 
bears little relation to the business 
cycle. It is a consideration of only 
secondary importance; if all the other 
factors were to remain the same, one 
time in the cycle would probably be no 
better than another. But the real, all- 
important consideration is not position 
in the business cycle but rather the re- 
lationship existing between manage- 
ment and employees. If this relation- 
ship is favorable and there is a mutual 
feeling of sincerity and cooperation, an 
employee representation plan starts out 
with all likelihood of success regard- 
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less of position in the cycle. If the 
relations are strained to the extent that 
the men have little faith in the sincerity 
of the management in introducing the 
plan, it is doomed to certain failure no 
matter at what point in the cycle it is 
installed. 

The question of the method to be 
used in introducing the plan of repre- 
sentation is of far greater importance 
than that of determining the time. The 
initiative in proposing the plan ordi- 
narily comes from the management. 
It is important that methods be used 
which will secure the cooperation of 
the employees and which will tend to 
promote confidence at the very outset. 

There are in general five methods 
which have been used in the installa- 
tion of employee representation plans 
and which should be considered by the 
Argosy Mills. The first of these is for 
the management to prepare the plan 
without consulting the employees. In- 
stallation of the plan may be brought 
about in either of two ways: (1) the 
management may order the plan to be 
put into operation; (2) the manage- 
ment may allow the employees to vote 
on whether or not they will accept the 
plan. The former alternative violates 
a fundamental principle of employee 
representation, namely, that the plan 
be approved by both parties. The sec- 
ond alternative is somewhat better, in- 
asmuch as the employees have a vote 
on the plan. One advantage of hav- 
ing the management prepare the plan 
is that it can decide on just what pro- 
visions should be incorporated, partic- 
ularly with reference to just how far 
the employees may go in discussing or 
making recommendations on wages and 
hours of work. This entire control of 
the provisions by the management is 
open, however, to the serious objec- 
tion that inasmuch as the employees 
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have no voice in determining the plan 
they will have little interest in it; 
furthermore, the whole plan may be 
rejected because of some single provi- 
sion which might have been modified 
had the employees been consulted be- 
forehand. 

A second method of introducing a 
plan to the employees is for the man- 
agement to outline the general prin- 
ciples of a plan at a general meeting 
and for the employees subsequently to 
elect representatives to work out the 
details. The plan as drawn up by the 
representatives is then submitted to the 
body of the employees for approval or 
modification. Providing the plan does 
not exceed the limits of the general 
principles which have been laid down, 
the management accepts the plan with- 
out change. Such a method requires 
that the employees possess a capacity 
equal to the heavy responsibilities im- 
posed and that they enjoy to an unu- 
sual degree the confidence of the 
management. These two requirements 
make this method applicable in only 
a limited number of cases. It has the 
distinct advantage, however, that the 
plan has been formulated by the em- 
ployees and consequently they cannot 
justly complain that the management 
has tried to put something over on 
them. 

A third alternative is to hire an out- 
side expert who will himself prepare 
the plan and sell it to the workmen. 
Such a method relieves the manage- 
ment of the definite responsibility for 
the plan and secures expert counsel in 
the difficult task of winning the work- 
men to it. A drawback to this method 
is that it depends for its success largely 
on the personality of the expert who 
has introduced it. After he has gone 
away and his influence is no longer 
directly felt, the appeal and attractive- 


ness of the plan to the workers js 
weakened. Since the plan is developed 
neither by the management nor by the 
employees, in case of trouble it be. 
comes necessary to again call in the 
expert for the purpose of straightening 
things out. 

A fourth method is to have a com. 
mittee composed of an equal number 
of employee and management repre. 
sentatives draft the plan and present 
it to the employees and management 
for final approval. This method js 
based on the idea of mutuality which 
is fundamental to the success of any 
shop committee plan; it affords an op. 
portunity for presenting the arguments 
for and against each proposed provi- 
sion; and it places the responsibility 
for the plan equally on both parties. 
The management ordinarily must be 
prepared, however, to accept the prod. 
uct of the joint committee, as a veto 
of any of the proposed provisions 
would justly lead the employees to feel 
that the management had not been sin- 
cere. 

The fifth method is to evolve the 
plan of employee representation from 
an already existing committee whose 
functions have been limited to sanita- 
tion, safety, or minor matters affecting 
employees’ welfare. Such a group of 
men present an existing agency whose 
purpose has been to bring to the atten- 
tion of the management all! problems 
within the committee’s limited field. If 
the committee has been elected by the 
employees, the management might give 
it the task of working out a plan of 
representation, either alone as under 
the second method mentioned above or 
in conjunction with management repre- 
sentatives. The advantages of dele- 
gating the power to this committee are 
that its members would be experienced 
in committee work and in consulting 

















with the management. The disadvan- 
tage is that the committee has pre- 
sumably been elected to represent the 
employees only in a limited field; it is 
quite possible, therefore, that the em- 
ployees might wish to choose other 
men to represent them in the important 
task of working out a plan of repre- 
sentation. If the existing committee 
has been chosen by the management, 
it would probably be unwise to have it 
actually work on the details of the plan. 
The employees might well feel that the 
management, with a preconceived plan 
in mind, had picked only members 
favorable to it. 

In either case it would seem more 
advisable to elect new committees to 
represent the employees in the formu- 
lation of the plan. For one thing, their 
interest will be greater. The discus- 
sions and enthusiasm stirred up by the 
election will result in more men tak- 
ing an interest in, and knowing more 
about, the idea than would otherwise 
be the case. ‘Then, too, since the repre- 
sentatives have been elected by the em- 
ployees for this very purpose, the 
latter will undoubtedly have greater 
confidence in the plan when it is worked 
out. 

The existing committees, however, 
may be used by the management to 
educate the employees on the subject 
of representation and to sell them the 
idea. They may also be used to super- 
vise the election of delegates to the 
committee which will have the task of 
actually formulating the plan. 
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Conclusion 


The conclusion is that the Argosy 
Mills should have taken the prelim- 
inary steps in May, 1923, toward in- 
stalling a plan of employee represen- 
tation. The management at that time 
had amicable relations with its em- 
ployees and had created a spirit of 
mutual confidence and cooperation. It 
was absolutely sincere in its desire to 
install a representation plan. Thus, the 
fundamental considerations affecting the 
success of the installation of an em- 
ployee representation plan were present. 
The position in the business cycle, fur- 
thermore, was not unfavorable at this 
time. On May 1, 1923, business was 
in a prosperous stage, and indications 
were that it would continue to be so 
throughout the rest of the year. 

In view of the fact that the existing 
safety committee had been chosen by 
the management, it should have been 
used only for securing the cooperation 
of the employees in the idea of repre- 
sentation and for supervising the elec- 
tion of a new committee which would 
formulate the details of the plan. The 
management should have appointed a 
number of its representatives equal to 
that elected by the employees, and the 
two groups should have convened to 
evolve the actual plan. Since there ex- 
isted at this plant a mutual spirit of 
confidence and cooperation, the joint 
effort of the two sides should have re- 
sulted in a plan acceptable to both man- 
agement and employees. 
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Clarkson, Grosvenor B. INpusTRIAL AMER- 
ICA IN THE Wortp War. With an in- 
troduction by Georges Clemenceau. Boston: 


Houghton Mifflin, 19023. 573 pp. $6. 


Books concerning the Worid War 
are numerous and many readers have 
become weary of them. Yet few people 
have known how the strategy behind 
the lines was conducted and few au- 
thoritative books have been written on 
the subject. For this reason, the pres- 
ent volume is fascinating to the most 
weary. 

Mr. Clarkson, who was formerly the 
Director of the United States Council 
of National Defense and its Advisory 
Commission, has been able from his 
unique position to give an authoritative 
account of the romantic story of Amer- 
ican industry in war. The book is free 
from political bias and contains a fair 
and impartial story of the activities of 
the War Industries Board. Compar- 
able on the side of economic power to 
the military chieftains on the side of 
military power, the War Industries 
Board had the function of shaping pro- 
duction to meet the huge and excep- 
tional demands of war. The book 
vividly describes how the assistance of 
capital, management, and labor was se- 
cured, all with a keen interpretation and 
appraisal of the drama of the stirring 
events. 

It is the aim of the writer not only to 
record the history of the activities of 
the War Industries Board but also to 
give recognition to many men _ in 
“mufti,” the so-called ‘‘dollar-a-year” 
men, who helped win the War just as 
truly as did soldiers. As a result of this 
aim, Mr. Clarkson has given interest- 
ing, personal portraits and sketches of 
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some of the leading figures of the 
Board, especially that of its chairman, 
Bernard Baruch. 

The book is a valuable record of 
American industry in war service and 
should prove of interest to all individ. 
uals who desire to know what went on 
behind the scenes in industry and espe. 
cially to business men with a reminis. 
cent turn of mind who were a part of 
our industrial army. 


Foster, William ‘Trufant and Catchings, 
Waddill. Money. Boston: Houghton 
Mifflin, 1923. 4090 pp. $3.50. 
Money is the second volume pub. 

lished by the Pollak Foundation for 

Economic Research. The experience 

and positions of the joint authors have 

enabled them to deal with their subject 
from both the theoretical and practical 
viewpoints. Mr. Foster, formerly 

President of Reed College, is now 

Director of the Pollak Foundation; 

Mr. Catchings is a member of the firm 

of Goldman, Sachs and Company and a 

director of numerous large industrial 

corporations. The book presents clearly 
and simply the fundamental economic 
principles of the functions of money in 
the processes of production, distribu- 
tion, and consumption. The Pollak 

Foundation holds that, because “‘a sound 

knowledge of the part that money plays 

in the world is prerequisite to a solution 
of the most critical problems of our 
day,” a clear and correct exposition of 
the functions of money should be pre- 
sented before intelligent studies and 
constructive proposals for bettering our 
society can be made. 

The authors, in discussing the ¢co- 
nomic problems with which the book 
deals, have adopted the point of view 
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that conditions must be taken as they 
exist at a given time and thus have 
avoided the pitfall of more strict econ- 
omists who deal with the problems as 
they might exist if “other factors were 
equal” or as they might exist “in the 
long run.” In addition to very read- 
able presentation of the economic theory 
of money and especially its relation to 
the business cycle and changes in the 
price level, the authors have made con- 
structive suggestions as to how the cyc- 
lical movements of business may be less- 
ened. Common economic fallacies which 
are met at every turn are carefully an- 
alyzed and refuted. The substitution 
of a commodity basis for our gold basis 
of money, as suggested by Mr. Ford 
and Mr. Edison, is critically discussed. 

While the book in part only repeats 
well-known economic theory, its clarity, 
simplicity, and individual viewpoint help 
to crystallize and stimulate thought on 
the subject. 


Willis, H. Parker. THe Feperat RESERVE 
SysteM. New York: Ronald Press, 1923. 
765 pp. $10. 

The position of the author as Secre- 
tary of the Federal Reserve Board 
from its organization in 1914 until 
1918 and his contact with the members 
of the Board since that time place him 
in an excellent position to see the actual 
operations of the Federal Reserve Sys- 
tem. The book gives the reader an ac- 
curate description of the proceedings 
and of the debates which took place in 
passing the Federal Reserve Act and in 
establishing a going institution. The 
changes in the Act and the resulting al- 
terations in its operations are described, 
but the advantages of the original struc- 
ture are emphasized. The author is in- 
clined to resent the amendments and to 
feel that they have been tending to de- 
velop an emergency systém rather than 
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an every-day institution. He is inclined 
to the belief that the Board is remark- 
ably efficient for a governmental body, 
but he by no means overlooks the play 
of politics. He even suggests the dan- 
ger that in the future, if it becomes too 
largely a tool of party government, the 
Bank may share the fate of the Second 
Bank of the United States. 

The history of the Federal Reserve 
Act, as related in the first section of the 
book, is the result of detailed study and 
analysis of banking in this country. The 
author has been successful in his effort 
to provide an excellent background for 
the reader who wishes to understand 
recent developments. The second sec- 
tion carries the history of the Board 
and of the 12 banks to a point where 
they begin to function as intended. 
Here the conflict of city- and country- 
bank interests and the misapprehen- 
sions under which many are laboring 
are portrayed. The problems of ac- 
tua! operation and their solution, to- 
gether with the subsequent history, 
comprise the third section. In it is de- 
picted the role of the System in the con- 
duct of the War to which, according to 
Mr. Willis, it owed the rapid extension 
of its influence. Many of the aims of 
the sponsors of the Act have not been 
accomplished. For example, a central 
discount market has not grown up. Ac- 
ceptances, the use of which the Board 
wished to promote, have been abused 
rather than standardized. According 
to the author, the System is not a leader 
in discount rates and is so situated that 
it cannot be. On the other hand, an 
elastic currency has been created which 
has met the requirements of the nation. 
With its aid, the country was financed 
through the Great War without paper- 
money inflation or relinquishment of the 
gold standard. 

Although the book is long, it i: 
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clearly and interestingly written. The 
Appendices, which follow the various 


chapters, as well as the long Append; 
at the end, add to its wehihind J 
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Bergengren, Roy F. Cooperative BANK- 
ING. New York: Macmillan, 1923. 298 
pp. $3. 


This book describes the work and objects of 
credit unions and shows the benefits they give 
the wage worker in the North and the small 
farmer in the South. The author makes a 
careful survey of the whole field of coopera- 
tive banking in North America. He shows 
how the movement started in Germany, was 
brought to Canada, and from there finally 
came to this country. 


Bloomfield, Daniel, Compiler and Editor. Fi- 
NANCIAL INCENTIVES FOR EMPLOYEES AND 
Executives. With an introduction by 
Meyer Bloomfield. New York: H. W. 
Wilson Company, 1923. 2 vols. 325 and 
407 pp. $4.80. 


These volumes are intended as a handy 
reference work describing in detail the best 
of financial incentives now in actual use. Mr. 
Bloomfield has gathered a large quantity of 
material from numerous publications and re- 
ports and from investigations of the Bloom- 
field organization in over one thousand indus- 
trial and mercantile firms. The topics dis- 
cussed are types of wage systems; bonus plans 
for increased production, improved quality, 
economy, steady attendance, and length of 
service ; thrift plans; profit-sharing; stock par- 
ticipation plans; mutual benefit associations; 
pension plans; and incentives for retail-store 
employees, traveling salesmen, office workers, 
foremen and executives. A selected list of 
hooks and periodical articles on the subject is 
included. 


Church, A. Hamilton. THe MAKING oF AN 
Executive. New York: Appleton, 1923. 
457 pp. $3.50. 


In this book. the author tries to develop 
the executive veiwpoint in the reader, de- 
scribes the personal qualifications required by 
the executive, and covers the various depart- 
ments of a business organization, showing 
their relationship to one another and to the 
business as a whole. Principles of layout and 
of office and factory routine are discussed in 


detail, Mention also is made of the tools of 
management in the way of mechanical aids 
which are available and in use in all efficiently 
operated organizations. 
The aim of the book is to give the reader. 
in condensed form, a connected idea of the 
fundamentals of business organization and 
routine which every executive should possess, 
Some attention is given to the interpretation of 
financial reports and to the control of ex- 
penditures and the management of finance. 


Copeland, Melvin T. Propiems In Mag. 
KETING. Second Edition. Chicago: 4. W. 
Shaw, 1923. 822 pp. $5. 


This, the latest of the problem books pre- 
pared by members of the staff of the Harvard 
Graduate School of Business Administration, 
is a revision of an earlier edition. As stated 
by the author, “The problems in this edition 
are stated with more details and with more 
suggested solutions than in the first edition.” 
The same basic plan has been followed in this 
edition as in the first one, with the addition 
of a section on sales correspondence. New 
problems have been inserted and old ones re- 
vised throughout. 

The problems in the first section, “Con- 
sumer’s Point of View,” illustrate among 
other points the nature of the market, substi- 
tution, selling appeals, the style element, and 
the types of merchandise. Part II, “Retail 
Trade,” includes problems on the cost of do- 
ing business, type of merchandise to be car- 
ried, retail price policy, location, mail-order 
business, and specialized retail outlets. Whole- 
sale distribution, exclusive agencies, buying 
associations, wholesale branches, brokers, com- 
mission agents, and terminal markets are il- 
lustrated by the problems on Wholesale Trade. 
Part IV, “Materials, Equipment and Sup- 
plies,” includes problems on type of market, 
manufacturers’ agents, contracts and terms ot 
sale, and hedging. Selection of salesmen, ¢x- 
pense, methods of compensation, sales quotas, 
management of sales force, sales organization, 
branches, credit, coordination of sales and pro- 
duction, guarantees, return policies, cancela- 
tions, and general sales policies are developed 
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‘a the section on Sales Management. Part VI, 
“Brands, Trade-Marks, and Advertising,” in- 
cludes trade-mark rights, private brands, 
blanket trade-marks, and advertising plans and 
policies. ‘The new section on Sales Corre- 
spondence contains specimens of circular, fol- 
low-up, complaint, aajustment, and credit let- 
ters. The final section, Part VIII, “Price 
Policies,” is made up of problems on selling 
terms, price setting, discounts, methods of 
price quotation, price maintenance, and kin- 
dred topics. 

The Appendix gives the standardized profit 
and loss statements for shoe retailers, whole- 
sale grocers, and operating expense tables for 
retail shoe, retail grocery, general merchan- 
dise, retail hardware, retail drug, retail jew- 
elry, department store and wholesale grocery 
trades as given by the several bulletins of 
the Harvard Bureau of Business Research. A 
topical index permits easy reference to the 
subject-matter of the problems. 


Hardy, Charles O. Risk AND RisK-BEARING. 
Chicago: University of Chicago Press, 
1023. 420 pp. $3.50. 

Risk and Risk-Bearing is a comprehensive 
treatment of the well-known forms of business 
uncertainty. Three methods of dealing with 
risk are described and elaborated upon. 
Due credit is given the study of business fore- 
casting as a factor in ascertaining the future, 
and the treatment of several “business barom- 
eters” by various “services” is reviewed criti- 
cally. The transfer of risk to others as ac- 
complished by short sales on the stock exchange 
and by hedging on the commodity exchange is 
described with a clearness resulting from de- 
tailed knowledge of the operations. An ex- 
tensive and well-thought-out argument for the 
reduction of essential risks by the use of in- 
surance is presented, and an equally well- 
founded one is worked out to show the eco- 
nomic undesirability of creating uncertainty 
even though the resulting gamble be a fair 
one, 

Institute for Government Research. SERVICE 
MonocRAPHS OF THE UNITED STATES 
GOVERNMENT. Baltimore: Johns Hopkins 
Press, 1922-1923. 

No. 

1. The Geological Survey. 174 pp. $1. 

2. The Reclamation Service. 190 pp. $1. 

:. The Bureau of Mines. 174 pp. $1. 
4. The Alaskan Engineering Commission. 
134 pp. $1. 
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5. The Tariff Commission. 84 pp. $1. 
6. The Federal Board for Vocational 
Guidance. 86 pp. $1. 

7. The Federal Trade Commission. 92 

pp. $1. 

8. The Steamboat-Inspection Service. 142 

pp. $1. 

9. The Weather Bureau. 100 pp. $1. 
10. The Public Health Service. 312 pp. $2. 
11. The National Park Service. 184 pp. $1. 
12. The Employees’ Compensation Com- 

mission. 98 pp. $1. 
13. The General Land Office. 236 pp. 
$1.50. - 

14. The Bureau of Education. 172 pp. $1. 
15. The Bureau of Navigation. 136 pp. $1. 
16. The Coast and Geodetic Survey. 120 


pp. $1. 

17. The Federal Power Commission. 138 
pp. $1. 

18. The Interstate Commerce Commission. 
182 pp. $1. 


19. The Railroad Labor Board. 96 pp. $1. 
20. The Division of Conciliation. 47 pp. 


I. 
21. The Children’s Bureau. (in press.) 
22. The Women’s Bureau. 44 pp. $1. 
23. The Office of the Supervising Archi- 
tect. 150 pp. $1. 
24. The Bureau of Pensions. 150 pp. $1. 
25. The Bureau of Internal Revenue. 283 


pp. $1.50. 
26. The Bureau of Public Roads. 133 pp. 
$1. 
27. The Office of the Chief of Engineers. 
166 pp. $1. 


This series of monographs illustrates the 
complexity of the various administrative di- 
visions of the United States Government. 
While not written for the business man, they 
contain information which should be of in- 
terest in so far as the administration of gov- 
ernmental bureaus affects private businesses. 

Each volume gives the history of the es- 
tablishment and development of the particu- 
lar service treated; its functions, by specific 
activities ; its organization for the handling of 
these activities; the character of its plant; 
laws and regulations governing its operations ; 
financial statements, with appropriations, ex- 
penditures and other data for a period of 
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years; and finally a full bibliography of the 
sources of information, official and private, 
bearing on the particular service and its opera- 
tions. 


Lord, Chester S. THe YounG MAN AND 
JourRNALISM. New York: Macmillan, 
1922. 221 pp. $2. 

This work is the fifth in a series of twelve 
books which deal with the leading vocations 
and professions. Its purpose is to indicate 
what the field of journalism offers to a young 
man as a means of livelihood. It seeks neither 
to glorify nor to disparage the newspaper. 
The book is written for college men and it 
is not the author’s intention to interest or in- 
form newspaper editors of experience. 


Starch, Daniel. PrincipLes oF ADVERTISING. 
Chicago: A. W. Shaw, 1923. 1,008 pp. 
$5 
$s. 


Starting with the conception that advertis- 
ing is selling in print, Dr. Starch has built 
his latest book around five fundamental ad- 
vertising problems. These are: “(1) To 
whom may the product be sold? (2) By what 
appeals may it be sold? (3). How may the 
appeals be presented most effectively? (4) By 
what mediums may the appeals be presented so 
as to reach the class of people to whom the 
product is to be sold? (5) What is a reason- 
able expenditure for promoting the sale of 
the product by means of printed sales efforts?” 

Part I, the introductory section, outlines 
in some detail the problems to be dealt with, 
the scope, history and development of adver- 
tising, and its place in business. “The Hu- 
man Aspects of the Market” develops the 
first of the five “fundamental questions,” 
showing methods of investigation, statistical 
data and questionnaires. It also contains 
samples of three types of business investiga- 
tions—of a nationally distributed product, a 
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retail store, and among dealers and ; 
The second question as treated in Part Ill, 
“The Appeals,” includes their analysis and _ 
selection and the determination of their value 
by analysis of human nature and by labora 
tory-field tests. The validity of these tesis 
is discussed and substantiated by statistical | 
data; sample results of advertisement tests 
are included. (Question three, “The Presenta- 
tion of Appeals,” is covered in the next sec- 
tion. This deals with the technique of — 
advertisements and présents chapters on ar _ 
gumentative and suggestive advertising, truth 
in advertising, and the more tangible features 
of headlines, illustrations, size, color, layout 
and typography, trade-marks, and 

cartons, and labels. The several types of 
mediums are considered in Part V. The final 
section entitled, “Special Fields of Advertis- 
ing,” contains material intended to stimulate 
constructive thought on the final question 
as to a reasonable expenditure. In addition, 
it discusses national, retail, foreign, and finan- 
cial advertising and shows the characteristic 
features of cach. Specimen type faces and 
sizes are illustrated in the appendix. 


York, Thomas. INTERNATIONAL EXCHANGE 
—NoRMAL AND ABNORMAL. New York: 
Ronald Press, 1923. 600 pp. $5. 


A novel method is adopted in this book in 
presenting the principles of normal exchange. 
Every phase of it is first dealt with as if the 
gold ounce were the standard monetary unit 
in all countries. Unfortunately, this method 
of presentation does not simplify the subject 
in any way. After explaining the theory of 
exchanges, the author deals with the practical 
operations of foreign exchange as they were 
conducted before the War. The last part of 
the book is devoted to the current abnormal 
conditions in the exchange markets of the 
world. 








